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SUBJECT: Budget Trailer\Conformty Act of 1998

Assenbly Bill 2797 (Machado), as enacted on, August 20, 1998, nade the foll ow ng
changes to California | aw

1.
Section 17024.5 of the Revenue and Taxati on Code is anended.

Dat e change statute. (Internal revenue Code (I RC) 8§ None)

This Act changed the specified date fromof January 1, 1997, to January 1, 1998.
By changing the date, the follow ng federal |aw changes were conforned to:

a. Treatnent of Cancellation of Certain Student Loans (I RC 8108(f).

The Tax Reform Act of 1997 (TRA of 1997) expanded the federal exclusion so that an
i ndividual's gross incone does not include forgiveness of |oans nade by educati onal
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organi zations (and certain tax-exenpt charitable organizations in the case of
refinancing loans) if the proceeds of such | oans are used to pay costs of
attendance at an educational institution or to refinance outstanding student | oans
and the student is not enployed by the | ender organization. As under present |aw,
the exclusion applies only if the forgiveness is contingent on the student's
working for a certain period of tine in certain professions for any of a broad
class of enployers. 1In addition, in the case of |oans nmade by tax-exenpt
charitabl e organi zations, the student's work rust fulfill a public service
requirement. The student nmust work in an occupation or area with unmet needs and
such work must be perforned for or under the direction of a tax-exenpt charitable
organi zation or a governnental entity. This provision applies to discharges of

i ndebt edness occurring after August 5, 1997.

This Act conforns California lawto the TRA of 1997 federal change to the
forgi veness of student |loans. This bill would not change the Forgivabl e Loan
Program of the California State University system

b. Repeal the Depreciation Adjustnment for Alternative Mninum Tax (I RC 856(a)).

Under federal law, for property (including pollution control facilities) placed in
service after Decenber 31, 1998, the TRA of 1997 permts the recovery periods (but
not the nethods) used for purposes of alternative mninmmtax (AMI) depreciation
adj ustnment to be the sane as the recovery periods used for purposes of regular tax.
The recovery periods now all oned for AMI purposes are those allowed under the
nodi fi ed accel erated cost recovery system ( MACRS).

This Act conforns California lawto the TRA of 1997 federal change allow ng the
same depreciable lives used for regular tax purposes to be used for AMI purposes.
This provision will be "chaptered" out if the Governor signs enrolled bill SB 2234.

c. Repeal of Throwback Rules for Domestic Trusts (I RC 88644, 645, 665 & 706).

The TRA of 1997 generally exenpts fromthe throwback rules anounts distributed by a
domestic trust after August 5, 1997. The throwback rule continues to apply with
respect to (1) foreign trusts, (2) donmestic trusts that were once treated as a
foreign trust (except as provided in Treasury regulations), and (3) donestic trusts
created before March 1, 1984, that are treated as nultiple trusts under |IRC section
643(f).

The TRA of 1997 al so provides that precontribution gain on property sold by a
domestic trust is no |longer subject to IRC section 644 (i.e., taxed at the
contributor’s marginal tax rate.)

This Act conforns California lawto the TRA of 1997 federal change as it relates to
distributions fromtrusts.
d. Home Ofice Deduction: Clarification of Definition of Principa

Pl ace of Business (I RC §280A).

The TRA of 1997 anended section 280A to specifically provide that a home office
qualifies as the “principal place of business” if (1) the office is used by the
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t axpayer to conduct admi nistrative or managenent activities of a trade or business
and (2) there is no other fixed location of the trade or business where the

t axpayer conducts substantial adm nistrative or managenent activities of the trade
or busi ness.

As under prior |aw, deductions wll be allowed for a hone office neeting the above
two-part test only if the office is exclusively used on a regular basis as a pl ace
of business by the taxpayer and, in the case of an enployee, only if such exclusive
use is for the convenience of the enployer. Thus, under the TRA of 1997, a hone

of fice deduction is allowed (subject to the “conveni ence of the enployer” rule
governi ng enpl oyees) if a portion of a taxpayer's hone is exclusively and regularly
used to conduct administrative or managenent activities for a trade or business of
t he taxpayer, who does not conduct substantial adm nistrative or managenent
activities at any other fixed location of the trade or business, regardl ess of

whet her administrative or nanagenent activities connected with his trade or
business (e.g., billing activities) are perforned by others at other |ocations.

The fact that a taxpayer also carries out admnistrative or nmanagenent activities
at sites that are not fixed |ocations of the business, such as a car or hotel room

will not affect the taxpayer's ability to claima home office deduction. Mbreover,
if a taxpayer conducts sone administrative or nmanagenent activities at a fixed
| ocation of the business outside the honme, the taxpayer still is eligible to claim

a deduction so long as the adnministrative or managenent activities conducted at any
fixed location of the business outside the hone are not substantial (e.g., the

t axpayer occasionally does mininmal paperwork at another fixed |ocation of the
business). In addition, a taxpayer's eligibility to claima hone office deduction
under the TRA of 1997 will not be affected by the fact that the taxpayer conducts
substantial non-adninistrative or non-managenent business activities at a fixed

| ocation of the business outside the honme (e.g., neeting with, or providing
services to, custoners, clients, or patients at a fixed l[ocation of the business
away from hone).

If a taxpayer in fact does not perform substantial adm nistrative or managenent
activities at any fixed |ocation of the business away from honme, then the second
part of the test will be satisfied, regardl ess of whether the taxpayer opted not to
use an office away from honme that was avail able for the conduct of such activities.
However, in the case of an enpl oyee, the question whether an enpl oyee chose not to
use suitabl e space nade avail able by the enployer for administrative activities is
rel evant to determ ni ng whet her the present-|aw “conveni ence of the enpl oyer” test
is satisfied. 1In cases where a taxpayer's use of a honme office does not satisfy
the provision's two-part test, the taxpayer nonethel ess nay be able to claima hone
of fi ce deduction under the present-law “principal place of business” exception or
any ot her provision of IRC section 280A. This provision is effective for taxable
years beginning after Decenber 31, 1998.

This Act confornms California lawto the TRA of 1997 federal changes made to the
honme office deduction. This provision would be operative for taxable years
begi nning after Decenber 31, 1998.

e. Shrinkage Estimates for Inventory Accounting (I RC 8471(b).
The TRA of 1997 provided that a nethod of keeping inventories will not be

consi dered unsound, or to fail to clearly reflect incone, solely because it
i ncludes an adjustnent for the shrinkage estimated to occur through year-end, based
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on inventories taken other than at year-end. Such an estinmte nust be based on
actual physical counts. Were such an estimate is used in determ ning ending

i nventory bal ances, the taxpayer is required to take a physical count of
inventories at each location on a regular and consistent basis. A taxpayer is
required to adjust its ending inventory to take into account all physical counts
perfornmed through the end of its taxable year.

It is anticipated that the Secretary of the Treasury will issue guidance
establ i shing one or nore safe harbor nethods for the estimation of inventory
shrinkage that will be deened to result in a clear reflection of incone, provided
such safe harbor nmethod is consistently applied and the taxpayer's inventory

net hods otherw se satisfy the clear reflection of inconme standard.

The safe harbor nethod should use a historical ratio based on the nost recent three
taxabl e years of shrinkage to sales, nultiplied by total sal es between the date of
the last physical inventory and year-end. The historical ratio should be
separately determ ned for each store or department in a store of the taxpayer and
cannot be adjusted by judgnmental or other factors (e.g., floors or caps).

Esti mat ed shrinkage determ ned in accordance with the consistent application of the
safe harbor method will not be required to be recal cul ated, through a | ookback
adjustment or otherwise, to reflect the results of physical inventories taken after
year-end. For a retailer that has not verified shrinkage by a physical inventory
in each of the nost recent three taxable years, the historical ratio is the average
of the historical ratios of the retailer's other stores or departnents. Retailers
using last in, first out (LIFO nethods of inventory are expected to be required to
al | ocat e shrinkage anong their various inventory pools in a reasonabl e and

consi stent manner.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
t he valuation of inventory.

f. Treatment of Worker’'s Conpensation Liability under Rules for Certain Personal
Injury Liability Assignnments (I RC 8§130).

The TRA of 1997 extended the federal exclusion for qualified assignnments under the

I RC to amobunts assigned for assunming a liability to pay conpensati on under any

wor ker’ s conpensation act. The TRA requires that the assignee assunme the liability
froma person who is a party to the worker’'s conpensation claim and requires that

t he periodi c paynent be excludable fromthe recipient's gross inconme under the |IRC
in addition to the requirenments of present |aw.

This Act confornms California lawto federal |aw amended by the TRA of 1997 as it
relates to the assignnent and excl usi on of worker’s conpensation cl ai ns.

g. Exclusion fromUBIT for Certain Corporate Qualified Sponsorship Paynents
(1 RC 8513(i)).

Qual i fied sponsorship paynents are excluded from "unrel at ed busi ness incone tax"
(UBIT). The TRA of 1997 specifically provides that a qualified sponsorship paynent
does not include any paynent where the amount of such paynent is contingent, by
contract or otherw se, upon the |level of attendance at an event, broadcast ratings,
or other factors indicating the degree of public exposure to an activity. However,
the fact that a sponsorship paynment is contingent upon an event actually taking
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pl ace or being broadcast, in and of itself, will not cause the paynent to fail to
be a qualified sponsorship paynment. Mbreover, nere distribution or display of a
sponsor's products by the sponsor or the tax-exenpt organization to the general

public at a sponsored event, whether for free or for renuneration, will be
consi dered to be “use or acknow edgnent” of the sponsor's product |ines (as opposed
to advertising), and thus will not affect the determ nati on of whether a paymnent

made by the sponsor is a qualified sponsorship paynent.

The TRA of 1997 provision does not apply to the sale of advertising or

acknowl edgnents in tax-exenpt organi zation periodicals. For this purpose, the term
“periodical” nmeans regularly scheduled and printed material published by (or on
behal f of) the payee organization that is not related to and primarily distributed
in connection with a specific event conducted by the payee organi zation. For
exanpl e, the provision will not apply to paynents that | ead to acknow edgnents in a
nmonthly journal, but will apply if a sponsor receives an acknow edgnment in a
program or brochure distributed at a sponsored event. The determnation if a
paynment for a |logo or a product |ine acknowl edgnent in an organi zation’s periodica
is subject to UBIT is made under |aw existing prior (and subsequent) to the passage
of the TRA

The TRA of 1997 provision specifically provides that, to the extent that a portion
of a paynment would (if nmade as a separate paynent) be a qualified sponsorship
payrment, such portion of the paynment will be treated as a separate paynent. Thus,
if a sponsorship paynment nade to a tax-exenpt organization entitles the sponsor to
bot h product advertising and use or acknow edgnent of the sponsor's name or |ogo by
the organi zation, then the UBIT will not apply to the anmount of such paynent that
exceeds the fair market value of the product advertising provided to the sponsor.
Mor eover, the provision of facilities, services or other privileges by an exenpt
organi zation to a sponsor or the sponsor's designees (e.g., conplinentary tickets,
pro-am pl ayi ng spots in golf tournanments, or receptions for major donors) in
connection with a sponsorship paynent will not affect the determ nation of whether
the paynent is a qualified sponsorship paynent. Rather, the provision of such
goods or services will be evaluated as a separate transaction in determning

whet her the organi zati on has unrel ated busi ness taxable inconme fromthe event. In
general, if such services or facilities do not constitute a substantial return
benefit or if the provision of such services or facilities is a related business
activity, then the paynents attributable to such services or facilities will not be
subject to the UBIT. Mreover, just as the provision of facilities, services or
other privileges by a tax-exenpt organization to a sponsor or the sponsor's

desi gnees (conplinmentary tickets, etc.) will be treated as a separate transaction
that does not affect the determ nation of whether a sponsorship paynent is a
gual i fi ed sponsorship paynent, a sponsor's receipt of a license to use an

i ntangi bl e asset (e.g., trademark, |ogo, or designation) of the tax-exenpt

organi zation likewise will be treated as separate fromthe qualified sponsorship
transaction in determ ning whether the organi zati on has unrel ated busi ness taxabl e
i ncone. The exenption provided by the provision will be in addition to other
present-| aw exceptions fromthe UBIT (e.g., the exceptions for activities
substantially all the work for which is perfornmed by volunteers and for activities
not regularly carried on).

This Act conforns California lawto federal |aw anended by the TRA as it relates to
the recei pt of qualified sponsorship paynments by exenpt organization



Budget Trailer\Conformty Act of 1998
Noverber 12, 1998
Page 6

h. I ncreased Deduction for Business Meals for I|ndividuals under Departnent
of Transportation Linitations (I RC 8274(n)).

The TRA of 1997 increased to 80%the deductible percentage of the cost of food and
beverages consumed while away from honme by an individual during, or incident to, a
period of duty subject to the hours of service limtations of the Departnent of
Transportation. |Individuals subject to the hours of service limtations of the
Departnent of Transportation include:

(1) certain air transportation enployees such as pilots, crew, dispatchers,
nmechani cs, and control tower operators pursuant to Federal Aviation
Adm ni stration regul ati ons,

(2) interstate truck operators and interstate bus drivers pursuant to Departnent
of Transportation regul ations,

(3) certain railroad enpl oyees such as engi neers, conductors, train crews,
di spatchers and control operations personnel pursuant to Federal Railroad
Adm ni stration regul ati ons, and

(4) certain merchant mariners pursuant to Coast Guard regul ations.

The increase in the deductible percentage is phased in according to the follow ng
schedul e:

Taxabl e Years Deducti bl e
Begi nning In Per cent age
1998, 1999 55
2000, 2001 60
2002, 2003 65
2004, 2005 70
2006, 2007 75

2008 and thereafter 80

This Act conforns California lawto the TRA of 1997 federal change as it relates to
an increased percentage deduction for business nmeals for individuals subject to
Departnent of Transportation limtations.

i. Deductibility of Meals Provided for the Conveni ence of the Enpl oyer
(I RC 8132(e)).

The TRA of 1997 provides that neals that are excludable from enpl oyees' incones
because they are provided for the convenience of the enployer pursuant to IRC
section 119 are excludable as a de minims fringe benefit and therefore are fully
deducti bl e by the enpl oyer, provided they satisfy the relevant | RC section 132
requirements. No inference is intended as to whether such neals were fully
deducti bl e under prior |aw.

This Act conforns California lawto the TRA of 1997 federal change as it relates to

the deductibility of neals.

j. Modify Limts on Depreciation of Luxury Autonobiles for O ean-Burning
Fuel and El ectric Vehicles (I RC §280(f)).
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The TRA of 1997 nodified the linmtation on depreciation in the case of qualified

cl ean-burning fuel vehicles and certain electric vehicles. Vehicles that are
nodified to permt such vehicle to be propelled by a clean-burning fuel, the TRA of
1997 applies the limtation to that portion of the vehicles’ cost before

nmodi fication. The taxpayer may claiman anount otherw se allowable as a

depreci ation deduction on the installed qualified clean-burning fuel, wthout
regard to the limtation

In the case of a passenger vehicle designed to be propelled primarily by
electricity and built by an original equi prent manufacturer, the base-year
l[imtation amounts of $2,560 for the first taxable year in the recovery period,
$4,100 for the second taxable year in the recovery period, $2,450 for the third
taxabl e year in the recovery period, and $1,475 for each succeedi ng taxable year in
the recovery period are tripled to $7,680, $12,300, $7,350, and $4, 425,
respectively, and then adjusted for inflation after COctober 1997 by the autonobile
component of the Consuner Price |ndex.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
t he depreciation of clean-burning fuel and electric vehicles.

k. Suspension of Incone Linmitations on Percentage Depletion for Production
from Margi nal Wells (I RC 8613A)

The TRA of 1997 suspended the 100% of net inconme property limtation for donestic
oil and gas production from margi nal properties during taxable years begi nni ng
after Decenber 31, 1997, and before January 1, 2000.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
tenporary suspension of incone limtations on percentage depletion for production
frommarginal wells

. Increase in Standard M1 eage Rate for Purposes of Conputing
Charitabl e Deduction (I RC 8170(i)).

The TRA of 1997 increased the mleage rate from 12 cents to 14 cents per nile

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the increase in the standard nil eage rate for purposes of conputing a charitable
deducti on.

m Provi de Above-the-Line Deduction for Certain Business Expenses (I RC 862(a)).

Under the TRA of 1997, enpl oyee busi ness expenses relating to service as an
official of a state or | ocal governnent (or political subdivision thereof) are
deductible in conputing AG (above the line), provided the official is conpensated
in whole or in part on a fee basis. Consequently, such expenses are al so
deductible for alternative mninumtax purposes.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
enpl oyee busi ness expenses of an official of a state or |ocal government.



Budget Trailer\Conformty Act of 1998
Noverber 12, 1998
Page 8

n. Required Recognition of Gain on Certain Appreciated Financial Positions
in Personal Property (IRC §1259).

The TRA of 1997 requires recognition of gain (but not |oss) upon entering into a
constructive sale of any “appreciated financial position” in stock, a partnership
interest or debt other than certain “straight” debt instrunments as if such position
were sold, assigned or otherwise termnated at its fair market value on the date of
constructive sale. A constructive sale occurs when the taxpayer enters into one of
the followi ng transactions with respect to the sane or substantially identica
property: (1) a short sale, (2) an offsetting notional principal contract, or (3) a
futures or forward contract. For a taxpayer who has one of these transactions, a
constructive sale occurs when it acquires the related long position. Oher
transactions will be treated as constructive sales to the extent provided in
Treasury regul ati ons.

The TRA of 1997 provided an exception for certain short term hedges that would
otherwi se be treated as a constructive sale if all three conditions are net:

the transaction is closed before the end of the 30th day after the close of the
t axabl e year.

t he taxpayer holds the appreciated financial position.

at no tinme during a 60-day period is the taxpayer's risk of |oss reduced by
hol di ng certain other positions.

The TRA of 1997 al so provided that the types of debt instruments excluded fromthe
definition of “appreciated financial position” are instrunments that are not
convertible and the interest on which is either fixed, payable at certain variable
rates, or based on certain interest paynents on a pool of nortgages. |In addition
the TRA of 1997 provided an exception for transactions closed during the 90-day
period ending on the 30th day after the close of the taxable year and reestablished
during such period, so long as the normal requirenments for positions closed wthin
such 90-day period are met by the reestablished position.

A trust instrument that is actively traded is generally treated as stock for

pur poses of determ ning whether the instrunent is an appreciated financial
position. The TRA of 1997 provided that a trust instrunent will not be treated as
stock if substantially all (by value) of the property held by the trust is debt
that qualifies for the exception to the definition of appreciated financial
position for certain debt instruments. In addition, only debt instrunments that
entitle the holder to receive an unconditional principal amount qualify for the
excepti on.

The Joint Committee on Taxation's report clarifies some aspects of the application
of the provision. Congress did not intend that an agreenent that is not a contract
for purposes of applicable contract lawwill be treated as a forward contract.
Thus, contingencies to which the contract is subject will generally be taken into
account. Congress intended that the constructive sale provision generally will
apply to transactions that are identified hedging or straddl e transacti ons under

ot her code provisions. Were either position in such an identified transaction is
an appreciated financial position and a constructive sale of such position results
fromthe other position, the conferees intended that the constructive sale will be
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treated as having occurred i medi ately before the identified transaction. The
constructive sale will not, however, prevent qualification of the transaction as an
identified hedging or straddle transaction. Were, after the establishnment of such
an identified transaction, there is a constructive sale of either position in the
transaction, gain will generally be recogni zed and accounted for under the rel evant
hedgi ng or straddle provision. However, Congress intended that future Treasury
regul ati ons may except certain transactions fromthe constructive sale provision
where the gain recogni zed woul d be deferred under an identified hedging or straddle
provi si on.

The Joint Committee on Taxation's report urges that the Treasury issue pronpt
gui dance, including safe harbors, with respect to comon transactions entered into
by taxpayers.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
recognition of gain on certain appreciated financial positions in personal

property.

0. Limtation on Exception for Investnent Conpani es under |IRC Section 351(e).

The TRA of 1997 nodified the definition of an investnent conpany by requiring that
the followi ng assets also be taken into account for purposes of the 80% of contro
of the corporation test: noney, financial instrunents, foreign currency, and
interests in RICs, REITs, common trust funds, publicly-traded partnerships and
precious nmetals. The TRA of 1997 provides an exception for precious netals that
are produced, used or held in an active trade or business. The TRA of 1997 al so
provides for “look through” rules for certain entities that hold the above-listed
items. The TRA of 1997 also provides the Treasury with regulatory authority to
renove itens fromthe list in appropriate circunstances.

This Act conforns California law to the TRA of 1997 federal change as it
relates to the definition of an investnent conpany.

p. Gains and Losses fromCertain Terninations with Respect to Property
(1 RC 881233, 1234A & 1271(b)).

The TRA of 1997 extended to all types of property that is a capital asset in the
hands of the taxpayer the rule that treats gain or loss fromthe cancellation

| apse, expiration, or other termnation of a right or obligation as a capital asset
in the hands of the taxpayer as gain or loss fromthe sale of a capital asset.

The TRA of 1997 al so repeal ed the provision that exenpts debt obligations issued by
natural persons fromthe rule which treats gain realized on retirement of the debt
as sold or exchanged. Thus, gain or loss on the retirement of such debt will be
capital gain or loss if the debt is a capital asset. The TRA of 1997 retains the
present -l aw exceptions for debt issued before July 2, 1982, by noncorporations or
nongover nnents.

In addition, the TRA of 1997 provided that if a taxpayer enters into a short sale
of property and such property beconmes substantially worthl ess, the taxpayer shal
recogni ze gain as if the short sale were cl osed when the property becones
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substantially worthless. The TRA of 1997 al so extends the statute of limtations
with respect to such gain recognition to the earlier of: (1) three years after the
Secretary of the Treasury is notified that the position has beconme substantially
worthless; or (2) six years after the date of filing of the incone tax return for

t he taxabl e year during which the position becane substantially worthless. To the
extent provided in Treasury regulations, simlar gain recognition rules shall apply
to any option with respect to property, any offsetting notional principal contract
with respect to property, any futures or forward contract to deliver property, or
with respect to any simlar transaction or position that beconmes substantially

wor t hl ess.

No i nference was intended as to the proper treatnment of these or sinilar
transactions or positions prior to the passage of the TRA of 1997.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
gains and | osses fromcertain terninations with respect to property.

g. Deny Interest Deduction on Certain Debt Instruments (IRC 8163(c)).

Under TRA of 1997, no deduction is allowed for interest or O D on an instrunent

i ssued by a corporation (or issued by a partnership to the extent of its corporate
partners) that is payable in stock of the issuer or certain related parti es,

i ncluding an instrunent a substantial portion of which is mandatorily convertible
or convertible at the issuer's option into stock of the issuer or a related party.
In addition, an instrument is to be treated as payable in stock if a substanti al
portion of the principal or interest is required to be determined, or nay be
determined at the option of the issuer or related party, by reference to the val ue
of stock of the issuer or related party. An instrument also is treated as payabl e
in stock if it is part of an arrangenent designed to result in such paynment of the
instrunent with or by reference to such stock, such as in the case of certain

i ssuances of a forward contract in connection with the i ssuance of debt,
nonrecourse debt that is secured principally by such stock, or certain debt
instrunents that are convertible at the holder's option when it is substantially
certain that the right will be exercised.

For example, it is not expected that the provision will affect debt with a
conversion feature where the conversion price is significantly higher than the

mar ket price of the stock on the issue date of the debt. The TRA of 1997 does not
affect the treatnent of a holder of an instrunent. The TRA of 1997 is not intended
to affect the characterization of instrunments as debt or equity under present |aw

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the denial of interest deductions on certain debt instruments.

r. Require Gain Recognition for Certain Extraordinary Dividends (I RC 8§1059).

Under the TRA of 1997, except as provided in regul ations, a corporate sharehol der
recogni zes gain inmrediately with respect to any redenption treated as a divi dend
(in whole or in part) when the non-taxed portion of the dividend exceeds the basis
of the shares surrendered, if the redenption is treated as a dividend due to
options being counted as stock ownership. Thus, for exanple, where a portion of
such a distribution would not have been treated as a dividend due to insufficient
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earnings and profits, the rule applies to the portion treated as a dividend. 1In
addition, the TRA of 1997 requires i medi ate gain recognition whenever the basis of
stock with respect to which any extraordi nary dividend was received is reduced
bel ow zero. The reduction in basis of stock would be treated as occurring at the
begi nning of the ex-dividend date of the extraordinary dividend to which the
reduction rel ates.

Reor gani zati ons or other exchanges involving anounts that are treated as divi dends
under I RC section 356 are treated as redenpti ons for purposes of applying the rules
relating to redenptions under |IRC section 1059(e). For exanple, if a
recapitalization or other transaction that involves a dividend under |RC section
356 has the effect of a non pro rata redenption or is treated as a dividend due to
options being counted as stock, the rules of |IRC section 1059 apply. Redenptions
of shares, or other extraordinary dividends on shares, held by a partnership will
be subject to I RC section 1059 to the extent there are corporate partners (e.g.
appropriate adjustnents to the basis of the shares held by the partnership and to
the basis of the corporate partner's partnership interest will be required).

The Treasury Departnent is authorized to issue regul ati ons where necessary to carry
out the purposes and prevent the avoi dance of these provisions.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the tax treatnent of certain extraordinary dividends.

s. Require Gain Recognition on Certain Distributions of Controlled Corporation
Stock (Morris Trust Transaction) (IRC 88351, 355, 358 & 368).

The TRA of 1997 adopts additional restrictions on acquisitions and di spositions of
the stock of a distributing or controlled corporati on.

Under the TRA of 1997, if either the controlled or distributing corporation is
acqui red pursuant to a plan or arrangenent in existence on the date of
distribution, gain is recognized as of the date of the distribution.

In the case of an acquisition of either the distributing corporation or the
controll ed corporation, the anmobunt of gain recognized is the amount that the

di stributing corporation woul d have recogni zed had the stock of the controlled
corporation been sold for fair market value on the date of the distribution. Such
gain is recognized i nedi ately before the distribution and is treated as |long-term
capital gain. No adjustnent to the basis of the stock or assets of either
corporation is allowed by reason of the recognition of the gain. The conmttee
reports indicate that there is no intention to linmt the otherw se applicable
Treasury regulatory authority. There is also no intention to limt the otherw se
appl i cabl e provisions of IRC section 1367 with respect to the effect on sharehol der
stock basis of gain recognized by an S corporation under this provision.

Whet her a corporation is acquired is determ ned under rules sinmlar to those of IRC
section 355(d), except that acquisitions would not be restricted to “purchase”
transactions. Thus, an acquisition occurs if one or nore persons acquire 50% or
nmore of the vote or value of the stock of the controlled or distributing
corporation pursuant to a plan or arrangenent. For exanple, assune a corporation
(“P") distributes the stock of its wholly-owned subsidiary (“S") to its
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sharehol ders in a transaction that otherwi se qualifies as a | RC section 355 spin-
off. If, pursuant to a plan or arrangenent, 50% or nore of the vote or val ue of
either P or Sis acquired by one or nore persons, the TRA of 1997 requires gain
recognition by the distributing corporation. Except as provided in Treasury
regulations, if the assets of the distributing or controlled corporation are

acqui red by a successor in a nerger or other transaction under |IRC section
368(a)(1)(A), (C or (D, the shareholders (imediately before the acquisition) of
the corporation acquiring such assets are treated as acquiring stock in the
corporation fromwhich the assets were acquired. Under Treasury regul ations, other
asset transfers also could be subject to this rule.

Certain aggregation and attribution rules apply for determ ning whet her one or nore
persons has acquired a 50% or greater interest in the distributing or controlled
corporation. The aggregation rules of I RC section 355(d)(7)(A) apply. In
addition, except as provided in regulations, IRC section 318(a)(2)(C) applies

wi thout regard to the amount of stock ownership of the corporation

A public offering of sufficient size can result in an acquisition that causes gain
recognition under the TRA of 1997 provi sion.

Acqui sitions occurring within the four-year period beginning two years before the
date of distribution and ending two years after the date of distribution are
presurmed to have occurred pursuant to a plan or arrangenent. Taxpayers can avoid
gain recognition by showing that an acquisition occurring during this four-year
period was unrelated to the distribution.

The Treasury Departnment is authorized to prescribe regulations necessary to carry
out the purposes of the provision, including regulations to provide for the
application of the changes nmade by the TRA of 1997 in the case of nmultiple
transacti ons.

Certain Transacti ons Not Considered Acquisitions - Under the TRA of 1997, certain
specific types of transactions do not cause gain recognition or are not treated as
acqui sitions for purposes of determ ning whether there has been an acquisition of a
50% or greater interest in the distributing or the controlled corporati on.

Single Affiliated Group - Under the TRA of 1997, a plan (or series of related
transactions) is not one that will cause gain recognition if, imediately after the
conpl etion of such plan or transactions, the distributing corporation and al
controlled corporations are nmenbers of a single affiliated group of corporations
(as defined in IRC section 1504 without regard to subsection (b) thereof).

Continuing Direct or Indirect Owmership - Under the TRA of 1997, except as provided
in Treasury regul ations, certain acquisitions are not taken into account in
determ ni ng whether a 50% or greater interest in the distributing or controlled
corporation has been acquired. Cenerally, in any transaction, stock received
directly or indirectly by former sharehol ders of the distributing or controlled
corporation, in a successor or new controlling corporation of either, is not
treated as acquired stock if it is attributable to such sharehol ders' stock in the
distributing or controlled corporation that was not acquired as part of a plan or
arrangenent to acquire 50% or nore of such successor or other corporation

| RC section 355(e)(3)(A)(iv), as originally enacted, provided that an acquisition
does not require gain recognition if the sanme persons own 50% or nore of both
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corporations, directly or indirectly before and after the acquisition and

di stribution, provided the stock owned before the acquisition was not acquired as
part of a plan (or series of related transactions) to acquire a 50% or greater
interest in either the distributing or controlled corporation.

Except as provided in Treasury regul ations, certain other acquisitions also are not
taken into account. For exanple, the follow ng other types of acquisitions of
stock are not subject to the provision, provided that the stock owned before the
acqui sition was not acquired pursuant to a plan or series of related transactions
to acquire a 50% or greater ownership interest in either distributing or controlled
cor porati on:

First, the acquisition of stock in the controlled corporation by the distributing
corporation (as one exanple, in the case of a contribution of property by the
distributing corporation to the controlled corporation in exchange for the stock of
the controll ed corporation);

Second, the acquisition by a person of stock in any controlled corporation by
reason of hol ding stock or securities in the distributing corporation (as one
exanpl e, the receipt by a distributing corporation sharehol der of controlled
corporation stock in a distribution--including a split-off distribution in which a
sharehol der that did not own 50% of the stock of distributing owns 50% or nore of
the stock of the controlled corporation); and

Third, the acquisition by a person of stock in any successor corporation of the
di stributing corporation or any controlled corporation by reason of holding stock
or securities in such distributing or controlled corporation (for exanple, the
recei pt by forner sharehol ders of the distributing corporation of 50% or nore of
the stock of a successor corporation in a nmerger involving the distributing).

The TRA of 1997 does not apply to distributions that would otherw se be subject to
| RC section 355(d), which inposes corporate level tax on certain disqualified
di stributions.

The TRA of 1997 does not apply to a distribution pursuant to a title 11 or sinilar
case.

| RC section 355(f) - The TRA of 1997 provides that, except as provided in Treasury
regul ations, I RC section 355 (or so nmuch of IRC section 356 as relates to IRC
section 355) shall not apply to the distribution of stock from one nenber of an
affiliated group of corporations (as defined in I RC section 1504(a)) to another
menber of such group (an “intragroup spin-off”) if such distribution is part of a
plan (or series of related transactions) described in |IRC section
355(e)(2)(A)(ii), pursuant to which one or nore persons acquire directly or
indirectly stock representing a 50% or greater interest in the distributing
corporation or any controlled corporation

I n determ ning whether an acquisition described in subsection 355(e)(2)(A)(ii)
occurs, all the new provisions of IRC section 355(e) are applied. For exanple, an
i ntragroup spin-off in connection with an overall transaction that does not cause
gain recognition under |IRC section 355(e) because it is described in | RC section
355(e)(2)(C), or because of |IRC section 355(e)(3), or because of the effective date
of I RC section 355(e), is not subject to the rule of I RC section 355(f).
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The Treasury Departnment has regulatory authority to vary the result that the

i ntragroup distribution under I RC section 355(f) does not qualify for I RC section
355 treatnment. In this connection, the Treasury Departnment could by regul ation
elimnate some or all of the gain recognition required under |IRC section 355(f) in
connection with the issuance of regul ations that woul d cause appropriate basis
results with respect to the stock of S and T in the above exanple so that concerns
regardi ng present |law | RC section 355 basis rules (described below in connection
with | RC section 358(c)) would be elimnated.

Treasury Regulatory Authority - The TRA of 1997 provides that in the case of any
distribution of stock of one nenber of an affiliated group of corporations to

anot her nmenber under | RC section 355 (“intragroup spin-off”), the Secretary of the
Treasury is authorized under | RC section 358(g) to provide adjustnments to the basis
of any stock in a corporation which is a nmenber of such group, to reflect
appropriately the proper treatnment of such distribution. It is understood that the
approach of any such regul ations applied to intragroup spin-offs that do not

i nvol ve an acquisition nmay al so be applied under the Treasury regulatory authority
to nodify the rule of IRC section 355(f) as may be appropriate.

Control Requirement for Certain Transactions - The TRA of 1997 al so nodifies
certain rules for determning control imrediately after a distribution in the case
of certain divisive transactions in which a controlled corporation is distributed
and the transaction neets the requirenents of |IRC section 355. |n such cases,

under I RC section 351 and nodified | RC section 368(a)(2)(H with respect to certain
reorgani zati ons under | RC section 368(a)(1)(D), those sharehol ders receiving stock
in the distributed corporation are treated as in control of the distributed
corporation imedi ately after the distribution if they hold stock representing a
greater than 50%interest in the vote and val ue of stock of the distributed

cor porati on.

The TRA of 1997 does not change the requirenent under |IRC section 355 that the

di stributing corporation nmust distribute 80% of the voting power and 80% of each
other class of stock of the controlled corporation. It is expected that this
requirement will be applied by the Internal Revenue Service taking account of the
provi sions of the TRA of 1997 regarding plans that permt certain types of planned
restructuring of the distributing corporation followi ng the distribution, and to
treat simlar restructurings of the controlled corporation in a simlar manner.
Thus, the 80%control requirenment is expected to be adninistered in a manner that
woul d prevent the tax-free spin-off of a | ess-than-80% controlled subsidiary, but
generally woul d not inpose additional restrictions on post-distribution
restructurings of the controlled corporation if such restrictions would not apply
to the distributing corporation

This Act confornms California lawto the TRA of 1997 federal changes as it relates
to certain distributions of controlled corporation stock, except in the application
of consolidated return rules.

t. Reform Tax Treatnent of Certain Corporate Stock Transfers (I RC 88304 &1059(e)).

Under the TRA of 1997, to the extent that a | RC section 304 transaction is treated
as a distribution under IRC section 301, the transferor and the acquiring
corporation are treated as if (1) the transferor had transferred the stock involved
in the transaction to the acquiring corporation in exchange for stock of the
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acquiring corporation in a transaction to which I RC section 351(a) applies, and (2)
the acquiring corporation had then redeenmed the stock it is treated as having

i ssued. Thus, the acquiring corporation is treated for all purposes as having
redeened the stock it is treated as having issued to the transferor. |In addition
the TRA of 1997 anends | RC section 1059 so that, if the I RC section 304 transaction
is treated as a dividend to which the dividends recei ved deduction applies, the
dividend is treated as an extraordinary dividend in which only the basis of the
transferred shares woul d be taken into account under |RC section 1059.

A special rule applies to transactions involving acquisitions by foreign
corporations. The TRA of 1997 linits the earnings and profits of the acquiring
foreign corporation that are taken into account. The earnings and profits of the
acquiring foreign corporation to be taken into account will not exceed the portion
of such earnings and profits that (1) is attributable to stock of such acquiring
corporation held by a corporation or individual who is the transferor (or a person
related thereto) and who is a U S. shareholder (within the neaning of |IRC section
951(b)) of such corporation, and (2) was accunul ated during periods in which such
stock was owned by such person while such acquiring corporation was a controll ed
foreign corporation. For purposes of this rule, except as otherw se provided by
the Secretary of the Treasury, the rules of IRC section 1248(d) (relating to
certain exclusions fromearnings and profits with respect to foreign corporations)
woul d apply. The Secretary of the Treasury is to prescribe regulations as
appropriate, including regulations deternmning the earnings and profits that are
attributable to particular stock of the acquiring corporation

This Act conforns California lawto the TRA of 1997 federal change as it relates to
certain corporate stock transfers.

u. Treat Certain Preferred Stock as “Boot” (IRC 88351, 354, 355, 356 & 1036)

The TRA of 1997 anended the rel evant provisions relating to corporate
reorgani zati on transactions to treat certain preferred stock as “other property”
(i.e., “boot”) subject to certain exceptions. Thus, when a taxpayer exchanges
property for this preferred stock in a transaction that qualifies under either IRC
section 351, 355, 368, or 1036, gain (or in sonme instances |0ss) is recognized.

The TRA of 1997 applies to preferred stock (i.e., stock that is limted and
preferred as to dividends and does not participate, including through a conversion
privilege, in corporate growh to any significant extent), where (1) the hol der has
the right to require the issuer or a related person (within the neaning of sections
267(b) and 707(b)) to redeem or purchase the stock, (2) the issuer or a related
person is required to redeemor purchase the stock, (3) the issuer (or a related
person) has the right to redeemor purchase the stock and, as of the issue date, it
is nmore likely than not that such right will be exercised, or (4) the dividend rate
on the stock varies in whole or in part (directly or indirectly) with reference to
interest rates, comodity prices, or other simlar indices, regardl ess of whether
such varying rate is provided as an express termof the stock (for exanple, in the
case of an adjustable rate stock) or as a practical result of other aspects of the
stock (for exanmple, in the case of auction rate stock). For this purpose, the
rules of (1), (2), and (3) apply if the right or obligation may be exercised within
20 years of the date the instrunent is issued and such right or obligation is not
subject to a contingency which, as of the issue date, nakes renote the |ikelihood
of the redenption or purchase.
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In addition, if neither the stock surrendered nor the stock received in the
exchange is stock of a corporation any class of stock of which (or of a related
corporation) is publicly traded, a right or obligation is disregarded if it may be
exerci sed only upon the death, disability, or nental inconpetence of the hol der.
Also, a right or obligation is disregarded in the case of stock transferred in
connection with the performance of services if it may be exercised only upon the
hol der's separation from service.

The followi ng exchanges are excluded fromthis gain recognition requirenent: (1)
certain exchanges of preferred stock for conparable preferred stock of the sane or
| esser value; (2) an exchange of preferred stock for conmon stock; (3) certain
exchanges of debt securities for preferred stock of the same or |esser val ue; and
(4) exchanges of stock in certain recapitalizations of fanily-owned corporations.
For this purpose, a famly-owned corporation is defined as any corporation if at

| east 50% of the total voting power and val ue of the stock of such corporation is
owned by nenbers of the sane famly for five years preceding the recapitalization.
In addition, a recapitalization does not qualify for the exception if the sane
fam |y does not own 50% of the total voting power and val ue of the stock throughout
the three-year period following the recapitalization. Menbers of the sane famly
are defined by reference to the definition in IRC section 447(e). Thus, a famly
i ncludes children, parents, brothers, sisters, and spouses, with |imted
attribution rules for directly and indirectly owned stock of the corporation.
Shares held by a fanmily nmenber are treated as not held by a family nenber to the
extent a non-famly nenber had a right, option or agreenment to acquire the shares
(directly or indirectly, for exanple, through redenptions by the issuer), or with
respect to shares as to which a fam|ly nmenber has reduced its risk of loss with
respect to the shares, for exanple, through an equity swap. Even though the

provi sion excepts certain famly recapitalizations, the special valuation rules of
| RC section 2701 for estate and gift tax purposes continue to apply. An exchange
of nonqualified preferred stock for nonqualified preferred stock in an acquiring
corporation may qualify for tax-free treatnent under |RC section 354, but not |IRC
section 351.

In cases in which both sections 354 and 351 may apply to a transaction, | RC section
354 generally will apply for purposes of this provision. Thus, in that situation
t he exchange woul d be tax free.

The TRA of 1997 also clarifies the treatnment of certain conversion or exchange
rights, by deleting any statutory reference to the existence of a “conversion
privilege.” The conferees wish to clarify that in no event will a conversion
privilege to convert stock into stock of the issuer automatically be considered to
constitute participation in corporate growh to any significant extent.

The Joint Committee on Taxation report also clarifies that stock that is

converti ble or exchangeable into stock of a corporation other than the issuer

(i ncluding, for exanple, stock of a parent corporation or other related
corporation) is not considered to be stock that participates in corporate growth to
any significant extent for purposes of the provision.

The Treasury Secretary has regulatory authority to (1) apply installnment sale-type
rules to preferred stock that is subject to this proposal in appropriate

cases and (2) prescribe treatnent of preferred stock subject to this provision
under other provisions of the Code (e.g., sections 304, 306, 318, and 368(c)).
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Until regulations are issued, preferred stock that is subject to the proposal shal
continue to be treated as stock under other provisions of the Code.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the treatnent of certain preferred stock as “boot”.

v. Extend UBIT Rules to Second-Tier Subsidiaries and Arend Control Test (IRC 8512).

The TRA of 1997 nodifies the test for determ ning control for purposes of IRC
section 512(b)(13). Under the TRA of 1997, “control” neans (in the case of a stock
corporation) ownership by vote or value of nore than 50% of the stock. |In the case
of a partnership or other entity, control neans ownership of nore than 50% of the
profits, capital or beneficial interests. |In addition, the TRA of 1997 applies the
constructive ownership rules of IRC section 318 for purposes of |RC section

512(b) (13). Thus, a parent exenpt organi zation is deened to control any subsidiary
in which it holds nore than 50% of the voting power or value, directly (as in the
case of a first-tier subsidiary) or indirectly (as in the case of a second or

| ower-tier subsidiary).

The TRA of 1997 al so nmakes technical nodifications to the nethod provided in I RC
section 512(b)(13) for determ ning how nuch of an interest, rent, annuity, or
royalty payment made by a controlled entity to a tax-exenpt organi zation is
includible in the latter organization's UBI. Such paynments are subject to the
unrel at ed busi ness incone tax to the extent the paynment reduces the net unrel ated
i ncone (or increases any net unrelated loss) of the controlled entity.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the extension of UBIT rules to second-tier subsidiaries and the control test.

w. All ocation of Basis Anong Properties Distributed by Partnership (I RC 88732, 751).

The TRA of 1997 nodified the basis allocation rules for distributee partners of a
partnership. It allocates a distributee partner's basis adjustnment anong
distributed assets first to unrealized receivables and inventory itens in an anount
equal to the partnership's basis in each such property (as under prior federa

law). |If the basis to be allocated is less than the sum of the adjusted bases of
the properties to the partnership, then, to the extent a decrease is required to
make the total adjusted bases of the properties equal the total basis to be

all ocated, the decrease is allocated as described bel ow for adjustnments that are
decr eases.

Basis is allocated first to the extent of each distributed property's adjusted
basis to the partnership. Any remaining basis adjustnment, if an increase, is

al | ocated anong properties with unrealized appreciation in proportion to their
respective anounts of unrealized appreciation (to the extent of each property's
appreciation), and then in proportion to their respective fair nmarket val ues. For
exanpl e, assune that a partnership with two assets, A and B, distributes them both
in liquidation to a partner whose basis in its interest is 55. Neither asset
consists of inventory or unrealized receivables. Asset A has a basis to the
partnership of 5 and a fair market value of 40, and asset B has a basis to the
partnership of 10 and a fair market value of 10. Under the provision, basis is



Budget Trailer\Conformty Act of 1998
Noverber 12, 1998
Page 18

first allocated to asset Ain the amount of 5 and to asset B in the amount of 10
(their adjusted bases to the partnership). The remaining basis adjustnent is an

i ncrease totaling 40 (the partner's 55 basis minus the partnership's total basis in
di stributed assets of 15). Basis is then allocated to asset Ain the anount of 35,
its unrealized appreciation, with no allocation to asset B attributable to
unreal i zed appreciation because its fair market value equals the partnership's

adj usted basis. The remnining basis adjustnment of 5 is allocated in the ratio of
the assets' fair market values, i.e., 4 to asset A (for a total basis of 44) and 1
to asset B (for a total basis of 11).

If the remmining basis adjustnment is a decrease, it is allocated anong properties
with unrealized depreciation in proportion to their respective anounts of
unreal i zed depreciation (to the extent of each property's depreciation), and then
in proportion to their respective adjusted bases (taking into account the

adj ustments already nade). A renmmining basis adjustnent that is a decrease arises
under the provision when the partnership's total adjusted basis in the distributed
properties exceeds the anount of the partner's basis in its partnership interest,
and the latter anpunt is the basis to be allocated anong the distributed
properties.

For exanmpl e, assune that a partnership with two assets, C and D, distributes them
both in liquidation to a partner whose basis in its partnership interest is 20.
Nei t her asset consists of inventory or unrealized receivables. Asset C has a basis
to the partnership of 15 and a fair market value of 15, and asset D has a basis to
the partnership of 15 and a fair market value of 5. Under the TRA of 1997, basis
is first allocated to the extent of the partnership's basis in each distributed
property, or 15 to each distributed property, for a total of 30. Because the
partner's basis in its interest is only 20, a downward adjustnent of 10 (30 m nus
20) is required. The entire anount of the 10 downward adjustnent is allocated to
property D, reducing its basis to 5. Thus, the basis of property Cis 15 in the
hands of the distributee partner, and the basis of property Dis 5 in the hands of
the distributee partner.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the allocation of basis anong properties distributed by partnership.

X. Extension of Tinme for Taxing Pre-Contribution Gain (IRC 8737(b)).

The TRA of 1997 extends fromfive to seven years the period during which a partner
recogni zes pre-contribution gain with respect to property contributed to a
partnership. Thus, under the provision, a partner that contributes appreciated
property to a partnership generally recognizes pre-contribution gain in the event
that the partnership distributes the contributed property to another partner, or
distributes to the contributing partner other property whose val ue exceeds that
partner's basis in its partnership interest, if the distribution occurs within
seven years after the contribution to the partnership.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the time for taxing pre-contribution gain fromthe contribution of appreciated
property to a partnership.
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y. Cashout of Certain Accrued Benefits (I RC 88411(a), 417(e) & 457(e)).

Under federal and state law, in the case of an enpl oyee whose retirenent plan
participation termnates, a qualified plan may involuntarily “cash out” the benefit
(i.e., pay out the balance to the credit of a plan participant w thout the
participant's consent and, if applicable, the consent of the participant's spouse).

The TRA of 1997 increased the limt on involuntary cash outs from $3,500 to $5, 000.
The $5,000 anmobunt is adjusted for inflation beginning after 1998 in $50 increnents.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the cash out of certain accrued benefits.

z. Taxabl e Cash Conpensation in lieu of Nontaxable Parking Benefits (I RC 8132(f)).

Under federal and state law, up to $170 per nonth of enployer-provided parking is
excl udabl e from gross incone.

Under the TRA of 1997 no ampunt is includible in the inconme of an enpl oyee nerely
because the enpl oyer offers the enpl oyee a choi ce between cash and enpl oyer -

provi ded parking. The anmount of cash offered is includible in inconme only if the
enpl oyee chooses the cash instead of parking.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the taxability of parking benefits. This Act does not affect a state exclusion
that is avail able for conpensation or benefits received for participation in a

ri desharing arrangenent.

aa. Basis Recovery Rules for Annuities Over More Than One Life (I RC 872(d)).

The portion of each annuity paynment that represents a return of basis generally is
determ ned by a sinplified nethod. Under this method, the portion of each annuity
payrment that is a return of basis is equal to the enployee's total basis as of the
annuity starting date, divided by the nunber of anticipated paynents under a
“specified table.” The nunber of anticipated paynents listed in the table is based
on the age of the primary annuitant on the annuity starting date.

Under prior and present federal |aw the specified table applies to benefits based
on the life of one annuitant. Under the TRA of 1997, a separate table applies to
benefits based on the life of nore than one annuitant.

Combi ned age of annuitants Nunber of paynents
Not nore than 110 410
More than 110 but not nmore than 120 360
More than 120 but not nmore than 130 310
More than 130 but not nore than 140 260
More than 140 210

The TRA of 1997 clarifies that the new table applies to benefits based on the life
of nore than one annuitant, even if the anount of the annuity varies by annuitant.
Thus, for exanple, the new table applies to a 50%joint and survivor annuity. The
new t abl e does not apply to an annuity paid on a single life nerely because it has
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additional features, e.g., a termcertain.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the basis recovery of annuities. The past differences in anmounts may still cause
the amounts to be different.

bb. Involuntarily Converted Property Acquired froman Unrel ated Person (I RC §1033).

The TRA of 1997 expands the denial of the application of involuntary conversion tax
treatnent to any ot her taxpayer (including an individual) that acquires replacenent
property froma related party (as defined by sections 267(b) and 707(b) (1)) unless
t he taxpayer has aggregate realized gain of $100,000 or less for the taxable year
with respect to converted property with aggregate realized gains. |In the case of a
partnership (or S corporation), the annual $100,000 linmtation applies to both the
partnership (or S corporation) and each partner (or sharehol der).

This Act conforns California lawto the TRA of 1997 federal change as it relates to
repl acement property in involuntary conversions.

cc. Exception fromlnstallnment Sales Rules for Sales by a Manufacturer (1RC §811).

The TRA of 1997 repeal ed the exception that permits the use of the install nment
nmet hod of accounting for certain sales by nmanufacturers to dealers. The repeal is
effective for tax beginning after August 6, 1998.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the installnment sales rules for certain sales by manufacturers to dealers with the
same effective date.

dd. Limtations on Charitable Rermainder Trust Eligibility (I RC 88664 & 2055(e)).

Under the TRA of 1997, a trust cannot be a charitable remai nder annuity trust if
the annuity for any year is greater than 50% of the initial fair nmarket val ue of
the trust's assets or be a charitable remai nder unitrust if the percentage of

assets that are required to be distributed at | east annually is greater than 50%

Any trust that fails this 50%rule will not be a charitable renmainder trust whose
taxation is governed under | RC section 664, but will be treated as a conpl ex trust
and, accordingly, all its income will be taxed to its beneficiaries or to the
trust.

In addition, the value of the charitable remainder with respect to any transfer to
a qualified charitable remai nder annuity trust or charitable remainder unitrust is
required to be at |least 10% of the net fair market val ue of such property
transferred in trust on the date of the contribution to the trust. The 10%test is
nmeasured on each transfer to the charitable remainder trust and, consequently, a
charitabl e remai nder trust which neets the 10%test on the date of transfer wll

not subsequently fail to neet that test if interest rates have declined between the
trust's creation and the death of a nmeasuring life. Similarly, where a charitable
renmai nder trust is created for the joint lives of two individuals with a remai nder
to charity, the trust will not cease to qualify as a charitable renmainder trust
because the value of the charitable remainder was | ess than 10% of the trust's
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assets at the first death of those two individuals.

The TRA of 1997 provides several additional rules in order to provide relief for
trusts that do not neet the 10%rule. First, where a transfer is made after July
28, 1997, to a charitable remainder trust that fails the 10%test, the trust is
treated as neeting the 10% requirenent if the governing instrunment of the trust is
changed by reformation, amendnent, construction, or otherwi se to neet such

requi rement by reducing the payout rate or duration (or both) of any noncharitable
beneficiary's interest to the extent necessary to satisfy such requirenment so | ong
as the reformation is comenced within the period permitted for refornations of
charitabl e remai nder trusts under | RC section 2055(e)(3). The statute of
limtations applicable to a deficiency of any tax resulting fromrefornation of the
trust shall not expire before the date one year after the Treasury Departnent is
notified that the trust has been refornmed. |In substance, this rule relaxes the
requi rements of I RC section 2055(e)(3)(B) to the extent necessary for the
reformation for the trust to neet the 10%requirenent.

Second, a transfer to a trust will be treated as if the transfer never had been
made where a court having jurisdiction over the trust subsequently declares the
trust void (because, e.g., the application of the 10%rule frustrates the purposes
for which the trust was created) and judicial proceedings to revoke the trust are
commenced within the period permtted for reformati ons of charitabl e remainder
trusts under | RC section 2055(e)(3). Under this provision, the effect of

“unwi nding” the trust is that any transactions made by the trust with respect to
the property transferred (e.g., income earned on the assets transferred to the
trust and capital gains generated by the sales of the property transferred) would
be income and capital gain of the donor (or the donor's estate if the trust was
testanentary), and the donor (or the donor's estate if the trust was testanmentary)
woul d not be permtted a charitable deduction with respect to the transfer. The
statute of limtations applicable to a deficiency of any tax resulting from
“unwi ndi ng” the trust shall not expire before the date one year after the Treasury
Departnent is notified that the trust has been revoked.

Third, where an additional contribution is nade after July 28, 1997, to a
charitabl e remai nder unitrust created before July 29, 1997, and that unitrust would
not neet the 10% requirenment with respect to the additional contribution, the
conference agreenent provides that such additional contribution will be treated,
under regul ations to be issued by the Secretary of the Treasury, as if it had been
made to a new trust that does not neet the 10%requirenment, but which does not
affect the status of the original unitrust as a charitable renainder trust.

The committee reports indicated that Congress intends that this provision not limt
or alter the validity of regulations proposed by the Treasury Department on Apri
18, 1997, or the Treasury Departnment's authority to address abuses of the rules
governing the taxation of charitable remainder trusts or their beneficiaries.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
limtations on charitable remainder trust eligibility.

ee. Estimated Tax Requirenents of Individuals (IRC 86654(d)).

For individual taxpayers with AG greater than $150,000 ($75,000 if married filing
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a separate return), the TRA of 1997 changed the 110% of prior year's liability safe
harbor to be a 100% of last year's liability safe harbor for taxable years
beginning in 1998, a 105% of last year's liability safe harbor for taxable years
begi nning in 1999, 2000, and 2001, and a 112% of last year's liability safe harbor
for taxable years beginning in 2002.

In addition, no estimated tax penalties will be inposed under sections 6654 or 6655
for any period before January 1, 1998, for any paynent the due date of which is

bef ore January 16, 1998, with respect to any underpaynent to the extent such

under paynent is created or increased by a provision of the TRA of 1997.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the prior year exception fromthe estimated tax penalty. This Act al so provides
that no estimate tax penalty would apply to any tax paynment nade before April 16,
1999, to the extent the underpaynent was created or increased by a provision in
this bill.

ff. Sinplify Treatnment of Personal Transactions in Foreign Currency (IRC 8988(e)).

Under the TRA of 1997, if an individual acquires foreign currency and di sposes of
it in a personal transaction, and the exchange rate changes between the acquisition
and di sposition of such currency, nonrecognition treatnent applies to any resulting
exchange gain, provided that such gain does not exceed $200. The provision does
not change the treatnment of resulting exchange | osses.

Transactions entered into in connection with a business trip constitute personal
transactions for purposes of this provision. Exchange gain resulting from such
transactions is eligible for nonrecognition treatnent under this provision.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
personal transactions in foreign currency.

gg. Treatnment of Certain Reinbursed Expenses of Rural Miil Carriers(lRC §162)).

The TRA of 1997 provides that for enployees using their autonobile in performn ng
services involving the collection and delivery of mail on a rural route and

rei mbursed by the U S. Postal Service at a rate contained in their 1991 coll ective
bar gai ni ng agreenent, their business expense deduction is equal to the

rei mbursenment, which nay be increased by no nore than the rate of inflation. Under
this treatment, incone and expenses would be equal, so that neither will have to be
reported on the taxpayer’s tax return

This Act conforns California lawto the TRA of 1997 federal change as it relates to
rural mail carriers’ reinbursenment allowance for ml eage.

hh. Travel Expenses for Certain Federal Enployees (IRC 8162(a)).

The TRA of 1997 provides that the one-year limtation with respect to deductibility
of an enpl oyee’s expenses while tenporarily away from hone does not include any

period during which a federal enployee is certified by the Attorney General (or the
Attorney General's designee) as traveling on behalf of the federal government in a
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tenmporary duty status to investigate or provide support services to the

i nvestigation of a federal crime. Therefore, expenses for these individuals during
t hese periods are deductible, regardl ess of the length of the period for which
certification is given (provided that the other requirements for deductibility are
satisfied).

This Act conforns California lawto the TRA of 1997 federal change as it relates to
travel expenses for certain federal enployees.

ii. Cosing of Partnership Year with Respect to Deceased Partner (IRC 8706(c)).

The TRA of 1997 provided that the taxable year of a partnership closes with respect
to a partner whose entire interest in the partnership term nates, whether by death,
liquidation or otherwi se. The provision does not change the law with respect to
the effect upon the partnership taxable year of a transfer of a partnership
interest by a debtor to the debtor's estate (under Chapters 7 or 11 of Title 11
relating to bankruptcy).

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the closing of the partnership year with respect to a deceased partner.

jj. Items Relating to Incone Taxation of Estates (IRC 88267(b) & 1239(b)).

Certain Revocable Trusts as Part of Estate - The TRA of 1997 provided an
irrevocable election to treat a qualified revocable trust as part of the decedent's
estate for federal income tax purposes. This elective treatnent is effective from
the date of the decedent's death until two years after his or her death (if no
estate tax return is required) or, if later, six nonths after the fina

determ nation of estate tax liability (if an estate tax return is required). The
el ection nust be nmade by both the executor of the decedent's estate (if any) and
the trustee of the revocable trust no later than the tinme required for filing the
incone tax return of the estate for its first taxable year, taking into account any
extensions. A conforning change is made to I RC section 2652(b) for generation-

ski pping transfer tax purposes. For this purpose, a qualified revocable trust is
any trust (or portion thereof) which was treated under |IRC section 676 as owned by
the decedent with respect to whomthe election is being nade, by reason of a power
in the grantor (i.e., trusts that are treated as owned by the decedent solely by
reason of a power in a nonadverse party would not qualify). The separate share
rul e (described above) generally will apply when a qualified revocable trust is
treated as part of the decedent's estate.

Executor of Estate and Beneficiaries Treated as Rel ated Persons for Disall owance of
Losses - Under the TRA of 1997, an estate and a beneficiary of that estate are
treated as rel ated persons for purposes of |IRC sections 267 and 1239, except in the
case of a sale or exchange in satisfaction of a pecuniary bequest.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the income taxation of the income of estates and trusts.

kk. Pension Sinplification Provisions (IRC 88401(a), 402, 403(b), 409 & 410(c)).
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Mat chi ng Contributions of Self-Enployed Individuals Not Treated as El ective
Deferrals - The TRA of 1997 provides that matching contributions for self-enployed
i ndividuals are treated the sanme as natching contributions for enpl oyees, i.e.,
they are not subject to the elective deferral Iimts and are not treated as

el ective deferrals for purposes of the "average deferral percentage" (ADP) test
(unless the enployer elects to treat qualified matching contributions as el ective
deferral s under the ADP test). The provision does not apply to qualified matching
contributions that are treated as el ective deferrals for purposes of satisfying the
ADP test.

Modi fi cati on of Prohibition on Assignnment or Alienation - The TRA of 1997 pernits a
participant's benefit in a qualified plan to be reduced to satisfy liabilities of
the participant to the plan due to (1) the participant being convicted of
commtting a crine involving the plan, (2) a civil judgnment (or consent order or
decree) entered by a court in an action brought in connection with a violation of
the fiduciary provisions of ERISA or (3) a settlenent agreenent between the
Secretary of Labor or the Pension Benefit Guaranty Corporation and the participant
in connection with a violation of the fiduciary provisions of ERISA. The court
order establishing such liability nmust require that the participant's benefit in
the plan be applied to satisfy the liability. |If the participant is married at the
time his or her benefit under the plan is offset to satisfy the liability, spousal
consent to such offset is required unless the spouse is also required to pay an
anount to the plan in the judgnment, order, decree or settlenment or the judgnent,
order, decree or settlenment provides a 50% survivor annuity for the spouse. An
offset is includible in income on the date of the offset (except to the extent
attributable to the enpl oyee's basis).

Per manent Mbratorium on Application of Nondiscrimnation Rules to State and Loca
Governmental Plans - The TRA of 1997 provides that state and | ocal governnent al

pl ans are permanently exenpt fromthe nondiscrimnation and m ni mum partici pation
rules. The exenption fromthe nondiscrimnation and participation rules includes
exenption fromthe ADP and "average contribution percentage" (ACP) tests. A cash
or deferred arrangenent under a governmental plan is treated as a qualified cash or
deferred arrangenent even though the ADP test is not in fact satisfied. Thus, for
exanpl e, elective contributions made by a governnental enployer on behalf of an
enpl oyee are not treated as distributed or made avail able to the enpl oyee (in
accordance with I RC section 402(e)(3)).

Clarification of Certain Rules Relating to ESOPs of S Corporations - The TRA of
1997 provides that ESOPs of S corporations may distribute cash to plan

partici pants. Such a plan may distribute enpl oyer securities as long as the

enpl oyee has a right to require the enployer to purchase the securities (as under
the rules applicable to ESOPs generally). In addition, the TRA of 1997 provides
that the statutory exceptions to the prohibited transaction rules do not fail to
apply merely because a transaction involves the sale of enployer securities to an
ESCOP mai ntai ned by an S corporation by a sharehol der enpl oyee, a fam |y nenber of
t he sharehol der enpl oyee, or a corporation controlled by the sharehol der enpl oyee.
Thus, the statutory exenptions for such a transaction (including the exenption for
a loan to the ESOP to acquire enployer securities in connection with such a sale or
a guarantee of such a loan) apply. The provision is effective for taxable years
begi nning after Decenber 31, 1997.

Modi fy Fundi ng Requirements for Certain Plans - The TRA of 1997 nodifies the
m ni mum fundi ng requirenents in the case of certain plans. The TRA of 1997 applies
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in the case of plans that (1) were not required to pay a variable rate PBGC prem um
for the plan year beginning in 1996, (2) do not, in plan years beginning after 1995
and before 2009, nmerge with another plan (other than a plan sponsored by an

enpl oyer that was a nenber of the controlled group of the enployer in 1996), and
(3) are sponsored by a conpany that is engaged primarily in the interurban or

i nterstate passenger bus service.

The TRA of 1997 treats a plan to which it applies as having a funded current
liability percentage of at |east 90%for plan years beginning after 1996 and before
2005. For plan years beginning after 2004, the funded current liability percentage
will be deened to be at least 90%if the actual funded current liability percentage
is at least at certain specified |evels.

The relief fromthe m ninmum funding requirenents applies for plan years begi nning
in 2005, 2006, 2007, and 2008 only if contributions to the plan equal at |east the
expected increase in current liability due to benefits accruing during the plan
year.

Pl ans Not Disqualified Merely by Accepting Rollover Contributions - The TRA of 1997
directs the Secretary of the Treasury to clarify that, under its regul ations
protecting plans fromdisqualification because they receive invalid rollover
contributions, it is not necessary for a distributing plan to have a deternination
letter in order for the administrator of the receiving plan to reasonably concl ude
that a contribution is a valid rollover.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
vari ous pension provisions described above.

I1. Mscellaneous Provisions Relating to Pensions and O her Benefits
(I RC 88401(a)&(k), 404(a), 412(c), 414(e), 415, 512(e), 664, & 674(b)).

Increase in Full Funding Limt - The TRA of 1997 increases the 150% of current
liability full funding Iimt as follows: 155% for plan years beginning in 1999 or
2000, 160% for plan years beginning in 2001 or 2002, 165% for plan years beginning
in 2003 and 2004, and 170% for plan years beginning in 2005 and thereafter. In
addi ti on, anmounts that cannot be contributed due to the current liability ful
funding limt are anortized over 20 years. Anounts that could not be contributed
because of the prior-law current liability full funding limt and that have not
been anortized as of the |ast day of the last plan year beginning in 1998 are
anortized over this 20-year period. Wth respect to anortization bases renmaining
at the end of the 1998 plan year, the 20-year anortization period is reduced by the
nunber of years since the anortization base had been established. No anortization
is required with respect to funding nethods that do not provide for anortization
bases.

Contributions on Behalf of a Mnister to a Church Plan - The TRA of 1997 provides
that in the case of a contribution nade to a church plan on behalf of a mnister
who is self-enployed, the contribution is excludable fromthe incone of the
mnister to the extent that the contribution would be excludable if the mnister
were an enpl oyee of a church. The provision does not alter present |aw under which
anmounts contributed for a mnister in connection with | RC section 403(b), either by
the mnister's actual enployer or by any church or convention or association of



Budget Trailer\Conformty Act of 1998
Noverber 12, 1998
Page 26

churches that is treated as the minister's enployer under |RC section 414(e), are
excluded fromthe mnister's incone, and anobunts contributed in accordance with IRC
section 403(b) by the nminister (whether the nminister is an enployee or is self-

enpl oyed) are deductible by the mnister as provided in I RC section 404 taking into
account the other special rules of IRC section 414(e). A mnister will not be
entitled to both an exclusion and deduction for the sane contribution.

Exclusion of Mnisters fromDi scrimnation Testing of Certain Non-Church Retirenent
Plans - The TRA of 1997 provides that if a mnister is enployed by an organi zation
other than a church and the organi zation is not otherw se participating in the
church plan, then the mnister does not have to be included as an enpl oyee under
the retirement plan of the organization for purposes of the nondiscrinination
rules. The provision is effective for years beginning after Decenber 31, 1997.

Repeal Application of UBIT to ESOPs of S Corporations - The TRA of 1997 repeal s the
provision treating items of inconme or |loss of an S corporation as unrel ated

busi ness taxabl e incone in the case of an enpl oyee stock ownership plan that is an
S corporation shareholder. The repeal of such provision applies only wth respect
to enployer securities held by an enpl oyee stock ownership plan (as defined in IRC
section 4975(e)(7)) maintained by an S corporation.

Cash or Deferred Arrangenents for Irrigation and Drainage Entities - Under the TRA
of 1997, nmutual irrigation or ditch conmpanies and districts organi zed under the
laws of a state as a nunicipal corporation for the purpose of irrigation, water
conservation or drainage (or a national association of such organizations) are
permitted to maintain qualified cash or deferred arrangenents, even if the conpany
or district is a state or |ocal governmental organization.

Portability of Perm ssive Service Credit under Governnental Pension Plans - Under
the TRA of 1997, contributions by a participant in a state or |ocal governnental

pl an to purchase perm ssive service credits are subject to one of two limts.
Either (1) the accrued benefit derived fromall contributions to purchase

perm ssive service credit nmust be taken into account in deternm ning whether the
defined benefit pension plan limt is satisfied, or (2) all such contributions mnust
be taken into account in determ ning whether the $30,000 |imt on annual additions
is met for the year (taking into account any other annual additions of the
participant). Under the first alternative, a plan will not fail to satisfy the
reduced defined benefit pension plan linmt that applies in the case of early
retirenent due to the accrued benefit derived fromthe purchase of perni ssive
service credits. These |limts may be applied on a participant-by-participant
basis. That is, contributions to purchase perm ssive service credits by all
participants in the sane plan do not have to satisfy the sane limt.

Under the TRA of 1997, perm ssive service credit neans credit for a period of
service recogni zed by the governnental plan only if the enployee voluntarily
contributes to the plan an anount (as determ ned by the plan) which does not exceed
t he anobunt necessary to fund the benefit attributable to the period of service and
which is in addition to the regul ar enpl oyee contributions, if any, under the plan.
| RC section 415 is violated if nore than 5 years of pernissive service credit is
purchased for “nonqualified service.” |In addition, IRC section 415 is violated if
nonqual i fied service is taken into account for an enpl oyee who has less than five
years of participation under the plan. Nonqualified service is service other than
service (1) as a Federal, state, or |local government enployee, (2) as an enpl oyee
of an association representing federal, state or |ocal governnment enployees, (3) as
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an enpl oyee of an educational institution which provides el enentary or secondary
education, or (4) for mlitary service. Service under (1), (2) or (3) is not
gqualified if it enables a participant to receive a retirenent benefit for the sane
servi ce under nore than one plan

The TRA of 1997 provides that in the case of any repaynent of contributions and
earnings to a governnental plan with respect to an anount previously refunded upon
a forfeiture of service credit under the plan (or another plan nmaintained by a
state or |ocal governnment enployer within the same state), any such repaynent shal
not be taken into account for purposes of |IRC section 415 and service credit

obtai ned as a result of the repaynent shall not be considered perm ssive service
credit.

The provision is not intended to affect the application of “pick up” contributions
to purchase perm ssive service credit or the treatnment of pick up contributions
under | RC section 415. The provision does not apply to purchases of service credit
for qualified mlitary service under the rules relating to veterans' reenpl oynent
rights.

The TRA of 1997 provides a transition rule for plans that provided for the purchase
of perm ssive service credit prior to enactnment of the TRA of 1997. Under this
rule, the defined contribution limts will not reduce the anount of perm ssive
service credit of an eligible participant all owed under the ternms of the plan as in
effect on the date of enactnent. For this purpose an eligible participant is an

i ndi vidual who first becane a participant in the plan before the first plan year
begi nning after the last day of the cal endar year in which the next regular session
(following the date of the enactnment of TRA of 1997) of the governing body with
authority to anend the plan ends.

Renoval of Dollar Limtation on Benefit Payments froma Defined Benefit Plan for
Police and Fire Enpl oyees - Under the TRA of 1997, the dollar |limt on defined
benefit plans does not apply to the reduction for early retirement benefits for

i ndi vidual s who received the special rule for certain police and fire departnent
enpl oyees under prior law. Thus, the defined benefit plan dollar limt continues
to apply, but is not reduced in the case of early retirenent. As under present
law, the dollar limt is increased for such enployees if benefits begin after age
65.

Gratuitous Transfers for the Benefit of Enployees - The TRA of 1997 pernmits certain
limted transfers of qualified enployer securities by charitable remainder trusts
to ESOPs without adversely affecting the status of the charitable remainder trusts
under I RC section 664. As a result, the TRA of 1997 provides that a qualified
gratuitous transfer of enployer securities to an ESOP is deductible fromthe gross
estate of a decedent under |IRC section 2055 to the extent of the present val ue of
the remai nder interest. |In addition, an ESOP wll not fail to be a qualified plan
because it conplies with the requirenents with respect to a qualified gratuitous
transfer.

In order for a transfer of securities to be a “qualified gratuitous transfer,” the
following requirements nmust be satisfied: (1) the securities transferred to the
ESOP nmust previously have passed fromthe decedent to a charitable remai nder trust;
(2) at the tinme of the transfer to the ESOP, family nmenbers of the decedent own
(directly or indirectly) no nore than 10% of the val ue of the outstandi ng stock of
t he conpany; (3) immediately after the transfer to the ESOP, the ESOP owns at | east
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60% of the val ue of outstanding stock of the conmpany (the 60% requirenent is

det erm ned assum ng that outstanding options have been exercised); and (4) the plan
nmeets certain requirenents. In order to prevent erosion of the 60% ownership

requi rements, an excise tax is inposed on the enployer maintaining the ESOP with
respect to certain dispositions of the transferred stock within three years of the
transfer.

In order for a transfer to qualify as a gratuitous transfer, the ESOP nust contain
certain provisions. First, the plan nust provide that plan participants are
entitled to direct the manner in which stock transferred are to be voted (with
respect to all matters). Transferred securities that have not yet been all ocated
to participants nust be voted by a trustee that is not a 5% owner of the conpany or
a famly nmenber of the decedent.

Second, the plan nmust provide that participants have the right to receive
distributions in the formof stock and that the participant can require the

enpl oyer to repurchase any shares distributed under a fair valuation formula. For
this purpose, a valuation formula is not considered fair if it takes into account a
di scount for mnority interests.

Finally, the plan nmust provide that, if the plan is term nated before all the
transferred stock has been allocated, the remaining stock is to be transferred to
one or nore charitable organizations. The enployer is subject to an excise tax
designed to recapture the estate taxes that woul d have been due had the transfer to
the ESOP not occurred if the plan is terminated and any unal |l ocated shares are not
transferred to charitabl e organi zations.

No deduction is permtted under I RC section 404 with respect to securities
transferred fromthe charitable remainder trust. The nondiscrimnation
requirements normally applicable to qualified plans nust be satisfied with respect
to the securities transferred. The ESOP is required to treat the securities
transferred as enpl oyer securities, except for purposes of determ ning the amunt
of deductible contributions to the plan otherwi se permtted by the enployer. The
ESOP is required to allocate the transferred securities up to the limt on
contributions and benefits after allocating any other enpl oyer contributions for
the year; any transferred securities that cannot be allocated because of the IRC
section 415 limts would be held in a suspense account and all ocated in the sane
manner in subsequent years. Transferred securities are not taken into account in
determ ni ng whether any other contributions satisfy the IRC section 415 limt.
Further, securities transferred to an ESOP by a charitabl e remai nder trust cannot
be allocated to the account of (1) any famly nenber of the decedent, or (2) any
enpl oyee owni ng nore than 5% of any class of outstandi ng stock of the corporation
i ssuing the securities (or a nenber of a controlled group of corporations) or the
total value of any class of outstanding stock of any such corporation. The

enpl oyer is subject to an excise tax if inperm ssible allocations are made.

Qualified enployer securities include only enployer securities (within the nmeaning
of I RC section 409(1) which are issued by a donestic corporation that has no
outstandi ng stock that is readily tradable on an established securities nmarket and
that has only one class of stock.

This Act conforns California lawto the TRA of 1997 federal changes as relating to
pensi ons and ot her benefits described above.
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mnm Creation of Medicare+Choice Medical Savings Accounts (I RC 88138 & 220(b)(7)).

Under the Bal anced Budget Act of 1997 (BBA of 1997), individuals who are eligible
for Medicare are permitted to choose either the traditional Mdicare programor a
Medi car e+Choi ce Medi cal Savi ngs Accounts (MSA) plan. Individuals who are eligible
for Medicare are not eligible for an MSA that is not a Medi care+Choice MSA. To the
extent an individual chooses such a plan, the Secretary of Health and Human

Servi ces nmakes a specified contribution directly into a Medi care+Choi ce MSA

desi gnated by such individual. Only contributions by the Secretary of Health and
Hurman Servi ces can be nade to a Medicare+Choi ce MSA and such contri butions are not
included in the taxable incone of the Medi care+Choi ce MSA holder. |ncone earned on
anounts held in a Medicare+Choice MSA are not currently includible in taxable
income. Wthdrawal s froma Medi care+Choi ce MSA are excludabl e fromtaxabl e incone
if used for the qualified nmedical expenses of the Mdicare+Choi ce MSA hol der

Medi cal expenses of the account holder's spouse or dependents are not treated as
qual i fi ed nmedi cal expenses. Wthdrawals froma Medi care+Choi ce MSA that are not
used for the qualified nedical expenses of the account holder are includible in

i ncone and may be subject to an additional tax (described bel ow).

Definition of Medicare+Choice MSAs - A Medi care+Choice MSA is an MSA that is

desi gnat ed as Medi care+Choi ce MSA and to which contributions can be nmade only by
the Secretary of Health and Human Services. Medicare+Choice MSAs are not taken
into account for purposes of the cap on non-Medi care+Choi ce MSAs, nor are they
subject to that cap. Thus, a Medicare+Choice MSA is a tax-exenpt trust (or a
custodi al account) created exclusively for the purpose of paying the qualified
nmedi cal expenses of the account hol der that neets requirenents simlar to those
applicable to IRAs. The trustee of a Medi care+Choi ce MSA can be a bank, insurance
conpany, or other person that denonstrates to the satisfaction of the Secretary of
the Treasury that the manner in which such person will admnister the trust will be
consi stent with applicable requirenents.

A Medi care+Choice MSA trustee is required to make such reports as may be required
by the Secretary of the Treasury. A $50 penalty is inposed for each failure to
file wi thout reasonabl e cause.

Taxation of Distributions froma Mdicare+Choice MSA - Distributions froma

Medi care+Choi ce MSA that are used to pay the qualified nedical expenses of the
account hol der are excludable fromtaxable income regardl ess of whether the account
hol der is enrolled in the Medi care+Choice MSA plan at the tinme of the distribution.
Under the provision, nedical expenses of the account hol der's spouse or dependents
are not treated as qualified nedical expenses. Qualified nedical expenses are
defined as under the rules relating to the item zed deduction for medi cal expenses.
However, for this purpose, qualified nmedical expenses do not include any insurance
prem uns other than premiuns for |long-termcare insurance, continuation insurance
(so-call ed “COBRA coverage”), or premunms for coverage while an individual is

recei ving unenpl oyment conpensation. Distributions froma Medi care+Choi ce MSA t hat
are excludable fromgross income under the provision cannot be taken into account
for purposes of the item zed deduction for nedical expenses.

Di stributions for purposes other than qualified medical expenses are includible in
taxable income. An additional tax of 50% applies to the extent the total

distributions for purposes other than qualified nedical expenses in a taxable year
exceed the anpunt by which the value of the Medicare+Choi ce MSA as of Decenber 31
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of the precedi ng year exceeds 60% of the deductible of the plan under which the

i ndividual is covered on January 1 of the current year. The additional tax does
not apply to distributions on account of the disability or death of the account

hol der.

Following is an exanple of how the anount available to be withdrawn froma
Medi car e+Choi ce MSA without penalty is cal culated. The nunbers are provided for
illustrative purposes only.

Year 1 Year 2 Year 3 Year 4

1. Deductible............... $3, 000 $3, 000 $3, 000 $3, 000
2. 60% of deductible........ 1, 800 1, 800 1, 800 1, 800
3. Contributions............ 1, 300 1, 300 1, 300 1, 300
4. Earnings................. 130 200 300 400
5. Total withdrawals........ 600 500 600 600
6. C osing bal ance (Dec. 31 of

current year)............. 830 1, 830 2,830 3,930

7. Anount avail able for
nonmedi cal wi t hdrawal w t hout
penal ty 0 0 30 1, 030

Direct trustee-to-trustee transfers can be nmade from one Medi care+Choi ce MSA to
anot her Medi car e+Choi ce MSA wi t hout incone inclusion.

The provision includes a correction nmechanismso that if contributions for a year
are erroneously made by the Secretary of Health and Human Services, such erroneous
contributions can be returned to the Secretary of Health and Human Services (al ong
with any attributable earnings) fromthe Mdicare+Choice MSA wi thout tax
consequences to the account hol der

Treat nent of Medi care+Choi ce MSA at Death - Upon the death of the account hol der,
if the beneficiary of the Medi care+Choice MSA is the account hol der's surviving
spouse, the surviving spouse may continue the Medi care+Choi ce MSA, but no new
contributions can be made. Distributions fromthe Medi care+Choi ce MSA are subj ect
to the rules applicable to MSAs that are not Medicare+Choi ce MSAs. Thus, earnings
on the account bal ance are not currently includible in income. Distributions from
the account for the qualified nedical expenses of the spouse or the spouse's
dependents (or subsequent spouse) are not includible in income. Distributions used
for other than nedical expenses are includible in income, and subject to a 15%
exci se tax unless the distribution is made after the surviving spouse attains age
65, dies, or becones disabl ed.

If the beneficiary of a Medicare+Choice MSA is not the account hol der's spouse, the
Medi care+Choi ce MSA is no longer treated as a Medi care+Choi ce MSA and the val ue of
t he Medi care+Choi ce MSA on the account holder's date of death is included in the
taxabl e i ncome of the beneficiary for the taxable year in which the death occurred
(under the rules applicable to MSAs generally). |If the account holder fails to
nane a beneficiary, the value of the Medi care+Choi ce MSA on the account hol der's
date of death is to be included in the taxable incone of the account holder's final
income tax return (under the rules applicable to MSAs generally).
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In all cases, the value of the Medi care+Choice MBA is included in the account
hol der's gross estate for estate tax purposes.

This Act conforns California law to federal law as it relates to Medi care+Choice
MGBA.

2.
Section 17052.12 of the Revenue and Taxation Code is anended.

This Act nmakes a technical correction to the adoption credit provision by remnoving
the word "only" fromthe carryover |anguage contained in the section. The use of
"only" inplies the credit may only be clainmed in the year the adoption is
conpl et ed, when any unused credit may be carried over to succeedi ng years.

3.
Sections 17053. 36, 17053.37, 23636 and 23637, of the Revenue and Taxati on Code are
added.

Joint Strike Fighter Program Credits.

The Joint Strike Fighter (JSF) Program Credits provisions of this Act create a wage
credit and a property credit for the JSF program under both the PITL and B&CTL.
These credits apply to taxpayers under initial contract or subcontract to

manuf acture property for ultimte use in a JSF. The credits are available for

t axabl e years begi nning on or after January 1, 2001, and before January 1, 2006.
Any excess credit can be carried forward for up to eight years. No credit is

al | oned unl ess the bid upon which the JSF contract or subcontract is based is
reduced by the credit anount. The taxpayer is required to provide, at the request
of the Franchi se Tax Board, all references to the credit and ulti mte cost
reductions incorporated into any successful bid that was awarded a JSF contract or
subcontract.

The wage credit is equal to a specified percentage (50% for 2001, 40% for 2002, 30%
for 2003, 20% for 2004 and 10% for 2005) of enployee wages that are treated as

di rect costs under Section 263A of the IRC allocable to property nmanufactured in
this state for ultimate use in a JSF. The wages can be paid to new or existing

enpl oyees whose services for the taxpayer are at |least 90%directly related to the
contract or subcontract to nanufacture property for ultimte use in a JSF. The
credit is limted to $10,000 per year, per enployee, and be prorated for partial
years.

The property credit is generally patterned after the MC and it is equal to 10% of
the cost of qualified property. Qualified property neans tangi bl e personal
property (I RC Section 1245(a)(3)(A)), and capitalized | abor costs that are treated
as direct costs under Section 263A of the IRC allocable to that property, used by a
taxpayer primarily in activities to manufacture a product for ultimate use in a
JSF.

Certain types of property are excluded fromthe definition of qualified property,
including furniture, inventory, equiprment used to store finished products that have
conpl eted the nanufacturing process, and tangi bl e personal property used in

admi ni stration, general managenent, or marketing. The Act provides special rules
for costs paid pursuant to a binding contract and | eased property.
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The credit is recaptured if, within one year of being placed in service, the
property is sold, noved out of state or used for purposes other than manufacturing
a product for ultimate use in a JSF.

The taxpayer is not allowed this credit and the MC for the sane property.

This Act specifies that the credits are operable for taxable or inconme years
begi nning on or after January 1, 2001, and before January 1, 2006.

4.
Section 17053.5 of the Revenue and Taxati on Code is anended

Renter’'s Credit Modification.

Current state law allows qualifying renters a refundable credit of $60 or $120,
based on filing status. The credit is not related to the anount of rent paid. The
renters’ credit has been suspended for the 1993 through 1997 tax years, but by
statute is reinstated effective January 1, 1998, for the 1998 taxabl e year

This Act amends the existing renter’s credit to allow a nonrefundable credit anmount
of $120 for married filing joint returns, heads of household and surviving spouses
i f adjusted gross incone is $50,000 or less, and $60 for other individuals (single
or married for separate) if adjusted gross incone is $25,000 or |ess.

This Act also requires the FTB to reconpute the adjusted gross inconme anounts
annually for inflation.

5.
Section 17054 of the Revenue and Taxati on Code is anended

Dependent Exenpti on Changes

This Act increases the dependent exenption credit anmount from $120 to $253 for the
1998 taxabl e year and from $222 to $227 for the 1999 taxable year and thereafter.
The increased credit will be adjusted for inflation after the 1999 taxabl e year.
These increased credit anounts continue to be subject to the tentative m ni numtax
[imtations.

6.
Section 17062 of the Revenue and Taxation Code is anended

This Act clarifies the operative date regarding the all owance of the install nment
met hod used by farnmers in computing alternative m ni mumtaxable income.

7.
Section 17062.5 of the Revenue and Taxati on Code is added.

This Act prevents California law fromconformng to the federal reduced rate of tax
on capital gains. This provision is necessary due to the "date change" provision
contained in this Act.

8.
Section 17073.5 of the Revenue and Taxati on Code is anended.
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I ncrease Standard Deduction & AMI Exenption Anount for Kiddie Tax (I RC 8859 & 63).

The TRA of 1997 changed the standard deduction for dependents. The standard
deduction of a taxpayer for whom a dependency exenption is allowed on anot her
taxpayer's return cannot exceed the lesser of (1) the standard deduction for

i ndi vi dual taxpayers or (2) the greater of: (a) $500 (indexed for inflation from
cal endar year 1987, which is the sane as prior law), or (b) the individual's earned
i ncone plus $250 (indexed for inflation after cal endar year 1998).

The TRA of 1997 al so changed the AMI exenption for children under age 14. The AMI
exenption for a child under age 14 is the |l esser of (1) $33,750 or (2) the sum of
the child' s earned income plus $5,000 (indexed for inflation after cal endar year
1998).

This Act confornms California lawto the TRA of 1997 federal change as it relates to
the AMI exenption and standard deduction anmounts for kiddie tax.

9.
Sections 17140.3 and 23711 of the Revenue and Taxati on Code are added.

This Act confornms California | aw by reference to I RC section 529 qualified state
tuition programrules. The Golden State Schol arshare Trust Act was created in AB
530 (Ch. 851, Stat. 1997). AB 530 specifically exenpted the earnings fromthe
ol den State Schol arshare Trust fromtax using stand al one | anguage and i s not
superseded by this Act.

By conforming to | RC section 529, this Act provides tax-exenpt status to "qualified
State tuition progranms,” neaning prograns established and naintai ned by any state
(or agency or instrunmentality thereof) under which persons nay (1) purchase tuition
credits or certificates on behalf of a designated beneficiary that entitle the
beneficiary to a waiver or paynment of qualified higher education expenses of the
beneficiary, or (2) make contributions to an account that is established for the
sol e purpose of neeting qualified higher education expenses of the designated
beneficiary of the account. "Qualified higher education expenses" are defined as
tuition, fees, books, roomand board expenses, and equi pnent required for
enrol Il ment or attendance at a college or university (or certain vocational

school s).

In addition, the |aw provides that no amount shall be included in the gross incone
of a contributor to, or beneficiary of, a qualified State tuition programwth
respect to any distribution from or earnings under, such program except that (1)
anounts distributed or educational benefits provided to a beneficiary (e.g., when
the beneficiary attends college) will be included in the beneficiary's gross incone
(unl ess excl udabl e under another code section) to the extent such anobunt or the

val ue of the educational benefits exceeds contributions nmade on behalf of the
beneficiary, and (2) anmounts distributed to a contributor (e.g., when a parent or
other relative receives a refund) will be included in the contributor's gross
incone to the extent such anobunts exceed contributions nade by that person

10.
Section 17273.1 of the Revenue and Taxati on Code is added.
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Increase in Self-Enployed Health | nsurance Deduction (IRC 8162(1)).

Under the PITL, this Act allows a 40% deducti on of the cost of health insurance
incurred by a self-enployed individual in the conputation of AG only for taxable
years beginning in 1998.

11.
Section 17276 of the Revenue and Taxati on Code is anmended.

This Act nmakes technical changes to the "net operating |oss" provision by deleting
fromthe phrase "taxpayer or partnership" the words "or partnership" (partnerships
are defined as taxpayers). The Act also replaced a reference to the prior federa
carry forward period of 15 years with the present federal carry forward period of

20 years.

12.
Sections 17279.4 and 24369.4 of the Revenue and Taxati on Code is added.

Expensi ng of Environmental Renediation Costs (“Brownfields”) (IRC §198).

The TRA of 1997 provided that taxpayers can elect to treat certain environmenta
renedi ati on expenditures that woul d ot herw se be chargeable to a capital account as
deductible in the year paid or incurred. The deduction applies for both regul ar
and alternative mninumtax purposes. The expenditure nmust be incurred in
connection with the abatenment or control of hazardous substances at a qualified
contam nated site. In general, any expenditure for the acquisition of depreciable
property used in connection with the abatenent or control of hazardous substances
at a qualified contam nated site does not constitute a qualified environmenta
renedi ati on expenditure. However, depreciation deductions allowable for such
property that would otherwi se be allocated to the site under the principles set
forth in Conmir v. Idaho Power Co., 418 U S. 1 (1974), and the IRC are treated as
qualified environmental renediation expenditures. (Commr v. |Idaho Power Co. held
t hat equi prent depreciation allocable to the taxpayer's construction of capital
facilities nmust be capitalized under | RC section 263(a)(1)).

A “qualified contanminated site” generally is any property that (1) is held for use
in a trade or business, for the production of incone, or as inventory; (2) is
certified by the appropriate state environnental agency to be located within a
targeted area; and (3) contains (or potentially contains) a hazardous substance
(so-called “brownfields”). Targeted areas would nean (1) enpowernent zones and
enterprise comunities as designated under present |aw and under the TRA of 1997

(i ncludi ng any suppl enental enpowernent zone desi gnated on Decenber 21, 1994); (2)
sites announced before February 1997, as being subject to one of the 76

Envi ronmental Protection Agency (EPA) Brownfields Pilots; (3) any popul ati on census
tract wwth a poverty rate of 20% or nore; and (4) certain industrial and conmerci al
areas that are adjacent to tracts described in (3) above. Both urban and rural
sites qualify. However, sites that are identified on the national priorities |ist
under the Conprehensive Environnental Response, Conpensation, and Liability Act of
1980 (CERCLA) cannot be targeted areas.

Wth respect to certification of targeted areas, the TRA of 1997 provides that the
chi ef executive officer of a state may, in consultation with the Adm ni strator of
the EPA, designate an appropriate state environnental agency. |If no state
environnmental agency is so designated within 60 days of the date of enactnent, the
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appropriate environnmental agency for such state shall be designated by the
Adm ni strator of the EPA

Hazar dous substances generally are defined by reference to sections 101(14) and 102
of CERCLA, subject to additional |limtations applicable to asbestos and siml ar
substances within buildings, certain naturally occurring substances such as radon,
and certain other substances released into drinking water supplies due to
deterioration through ordi nary use.

The TRA of 1997 further provides that, in the case of property to which a qualified
envi ronnment al renedi ati on expenditure otherwi se woul d have been capitalized, any
deduction all owed under the TRA of 1997 is treated as a depreciation deduction and
the property is treated as subject to | RC section 1245 property. Thus, deductions
for qualified environmental renediation expenditures would be subject to recapture
as ordinary incone upon sale or other disposition of the property.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the election to expense environnmental renediation costs. This Act does not permt
a separate election for state purposes.

13.
Section 17279.5 of the Revenue and Taxation Code is added and section 24424 of the
Revenue and Taxati on Code is anended.

Deni al of Deduction for Certain Amounts Paid in Connection with Insurance. (IRC
88101(a), 264, 265, 805, 807, 812, 832)

Under the TRA of 1997, the prior federal |aw prem umdeduction limtation is

nmodi fied to provide that no deduction is permtted for premuns paid on any life

i nsurance, annuity or endownent contract, if the taxpayer is directly or indirectly
a beneficiary under the contract.

The prem um deduction |imtation does not apply to premiuns with respect to any
annuity contract described in IRC section 72(s)(5) (relating to certain qualified
pension plans, certain retirenent annuities, individual retirement annuities, and
qualified funding assets), or to premuns with respect to any annuity to which |IRC
section 72(u) applies (relating to current taxation of income on the contract in
the case of an annuity contract held by a person who is not a natural person).

Under TRA of 1997, no deduction is allowed for interest paid or accrued on any

i ndebt edness with respect to a life insurance policy, or endowrent or annuity
contract, covering the life of any individual. Thus, the provision limts interest
deductibility in the case of such a contract covering any individual in whomthe

t axpayer has an insurable interest when the contract is first issued under
applicable state | aw when the contract is first issued, except as otherw se

provi ded under existing federal law with respect to key persons and pre-1986
contracts.

The TRA of 1997 specifies the treatnent of certain interest to which the provision
provi di ng for expansion of interest disallowance to individuals in whoma taxpayer
has an insurable interest otherwi se would apply. The conference agreenent provides
that in the case of a transfer for val uable consideration of a life insurance
contract or any interest therein described in I RC section 101(a)(2), the anount of
the death benefit excluded from gross incone under |RC section 101(a) may not
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exceed an anmount equal to the sumof the actual value of the consideration

prem uns, interest disallowed as a deduction under new | RC section 264(a)(4), and
ot her amounts subsequently paid by the transferee. Thus, under the provision, in
the case of the transfer for value of a life insurance contract, the interest with
respect to the contract that otherw se would be disall owed under new | RC section
264(a)(4) is capitalized, reducing the amount included in inconme by the transferee
upon receipt by the transferee of the anmounts paid by reason of the death of the

i nsur ed.

In the case of a taxpayer other than a natural person, no deduction is allowed for
the portion of the taxpayer's interest expense that is allocable to unborrowed
policy cash surrender values with respect to any life insurance policy or annuity
or endownent contract issued after June 8, 1997. Interest expense is so allocable
based on the ratio of (1) the taxpayer's average unborrowed policy cash val ues of
life insurance policies, and annuity and endownent contracts, issued after June 8,
1997, to (2) the sumof (a) in the case of assets that are |life insurance policies
or annuity or endowrent contracts, the average unborrowed policy cash val ues, and
(b) in the case of other assets, the average adjusted bases for all such other
assets of the taxpayer

This rule does not apply to any policy or contract owned by an entity engaged in a
trade or business covering an individual who is an enpl oyee, officer or director of
the trade or business at the tinme first covered. Under the conference agreenent,
the exception applies to any policy or contract owned by an entity engaged in a
trade or busi ness which covers one individual who (at the tine first insured under
the policy or contract) is (1) a 20% owner of the entity, or (2) an individual (who
is not a 20% owner) who is an officer, director or enployee of the trade or

busi ness. The exception also applies in the case of a joint-life policy or
contract under which the sole insureds are a 20% owner and the spouse of the 20%
owner .

Ajoint-life contract under which the sole insureds are a 20% owner and his or her
spouse is the only type of policy or contract with nore than one insured that cones
wi thin the exception. Thus, for exanple, if the insureds under a contract include
an individual described in the exception (e.g., an enployee, officer, director, or
20% owner) and any individual who is not described in the exception (e.g., a debtor
of the entity), then the exception does not apply to the policy or contract. For
pur poses of this exception, a 20% owner has the sane neani ng as under present-|aw

| RC section 264(d)(4). In addition, the TRA of 1997 provides that the pro rata

i nterest disallowance rule does not apply to any annuity contract to which IRC
section 72(u) applies (relating to current taxation of income on the contract in
the case of an annuity contract held by a person who is not a natural person). The
TRA of 1997 provides that any policy or contract that is not subject to the pro
rata interest disallowance rule by reason of this exception (for 20% owners, their
spouses, enpl oyees, officers and directors, and in the case of an annuity contract
to which IRC section 72(u) applies) is not taken into account in applying the ratio
to determine the portion of the taxpayer's interest expense that is allocable to
unborrowed policy cash val ues.

The unborrowed policy cash val ues nmeans the cash surrender value of the policy or
contract deternined without regard to any surrender charge, reduced by the anmpunt

of any loan with respect to the policy or contract. The cash surrender value is to
be determ ned without regard to any other contractual or noncontractual arrangenent
that artificially depresses the cash value of a contract.
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If a trade or business (other than a sole proprietorship or a trade or business of
perform ng services as an enployee) is directly or indirectly the beneficiary under
any policy or contract, then the policy or contract is treated as held by the trade
or business. For this purpose, the anount of the unborrowed cash value is treated

as not exceeding the anpunt of the benefit payable to the trade or business. In
the case of a partnership or S corporation, the provision applies at the
partnership or corporate |evel. The anpunt of the benefit is intended to take into

account the anmount payable to the business under the contract (e.g., as a death
benefit) or pursuant to another agreenment (e.g., under a split dollar agreenent).
The anount of the benefit is intended also to include any anmount by which
liabilities of the business would be reduced by paynments under the policy or
contract (e.g., when paynents under the policy reduce the principal or interest on
aliability owed to or by the business).

As provided in regulations, the issuer or policyholder of the Iife insurance policy
or endowrent or annuity contract is required to report the anmount of the unborrowed
cash value in order to carry out this rule.

If interest expense is disallowed under other provisions of IRC section 264
(limting interest deductions with respect to life insurance policies or endowrent
or annuity contracts) or under |IRC section 265 (relating to tax-exenpt interest),
then the disallowed interest expense is not taken into account under this

provi sion, and the average adjusted bases of assets is reduced by the amount of
debt, interest on which is so disallowed. The provision is applied before present-
law rules relating to capitalization of certain expenses where the taxpayer
produces property.

An aggregation rule is provided treating rel ated persons as one for purposes of the
provision. The aggregation rule is intended to prevent taxpayers from avoiding the
pro rata interest limtation by owning life insurance, endowrent or annuity
contracts, while incurring interest expense through an related person

This Act conforns California lawto the TRA of 1997 federal change as it relates to
certain payments in connection with insurance.

14.
Sections 17564 and 24673.2 of the Revenue and Taxati on Code are anended.

Modi fications to Look-Back Method for Long-Term Contracts (I RC 8460(b)).

Under the TRA of 1997, a taxpayer may elect not to apply the “Ilook-back” mnethod
with respect to a long-termcontract, if for each prior contract year, the
cumul ati ve taxabl e income (or |oss) under the contract as determnm ned using
estimated contract price and costs is within 10% of the cunul ative taxable incone
(or loss) as determ ned using actual contract price and costs.

Additionally, under the TRA of 1997, a taxpayer may el ect not to reapply the “l ook-
back” nethod with respect to costs incurred after conpletion of the long-term
contract, if as of the close of any taxable year after the year the contract is
conpl eted, the cumul ative taxable income (or loss) under the contract is within 10%
of the cunul ative | ook-back income (or loss) as of the close of the nost recent

year in which the | ook-back nethod was applied (or would have applied but for the
other de minims exception described above). For purposes of the “l ook-back”
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nmet hod, the applicable rate of interest is the overpaynent rate in effect for the
cal endar quarter in which the accrual period begins, which is the day after the
return due date (determned without regard to extensions) for the taxable year, and
ends on such return due date for the foll owi ng taxable year.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
nmodi fication of the | ook-back nmethod for |ong-termcontracts.

15.
Sections 17570 and 24710 of the Revenue and Taxati on Code are anended.

El ecti on of Mark-to-Market for Securities and Commodities Traders (I RC 8475).

Under federal and California law, a dealer in securities nust conpute its incone
pursuant to the mark-to-market nethod of accounting. Prior to the passage of the
TRA of 1997, mark-to-market treatnment did not apply to traders in securities or
deal ers in other property.

The TRA of 1997 allows securities traders and commodities traders and dealers to

el ect mark-to-market accounting treatnent simlar to that required for securities
dealers. Al securities held by an electing taxpayer in connection with a trade or
business as a securities trader, and all commodities held by an el ecting taxpayer
in connection with a trade or business as a conmodities dealer or trader, are
subject to mark-to-market treatment. Property not held in connection with its
trade or business is not subject to the election provided that it is identified by
t he taxpayer under rules similar to the rules for securities dealers. An exception
is provided for securities that have no connection with the taxpayer’'s activities
as a trader and that are identified on the day acquired (or at such other tinmes as
provided in Treasury regulations). @Gain or |oss recognized by an el ecting taxpayer
under the provision is ordinary gain or loss. Comodities for purposes of the
provi sion would include only comobdities of a kind customarily dealt in on an
organi zed conmodi ti es exchange.

Simlar rules apply to commodities traders. The TRA of 1997 expanded the
definition of a commodity for purposes of the provision to include any comodity
that is actively traded, any option, forward contract, futures contract, short
position, notional principal contract or derivative instrument that references such
a commodity, and any ot her evidence of an interest in such a conmodity. Also

i ncluded are positions that hedge the listed itenms and that are identified by the
taxpayer under rules simlar to the rules for securities. Congress anticipates
that Treasury regul ations applying | RC section 475(b)(4), which prevents a deal er
fromtreating certain notional principal contracts and ot her derivative financial
instruments as held for investnent, will, in the case of a commodities trader or
deal er, apply only to contracts and instrunents referenced to comuoditi es.

The Joint Committee on Taxation’s report states that Congress did not intend that
an el ecting taxpayer can mark-to-nmarket | oans nade to customers or receivables or
debt instruments acquired fromcustomers that are not received or acquired in
connection with a trade or business as a securities trader. Because Congress was
concerned about issues of taxpayer selectivity, Congress intended that an el ecting
t axpayer nust be able to denonstrate by clear and convincing evidence that a
security bears no relation to a taxpayer’'s activities as a trader in order to be
identified as not subject to the mark-to-market regime. Any security that hedges
anot her security that is held in connection with the taxpayer's trade or business
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as a trader will be treated as so held. Any position that is properly subject to
the mark-to-market reginme will not be taken into account for purposes of the

constructive sale rules of IRC section 1259,

This Act would conformCalifornia law to the TRA of 1997 federal change as it
relates to mark-to-market method of accounting for securities and commodities
traders.

16.
Sections 17751 of the Revenue and Taxation Code is added.

Distributions During First 65 Days of Taxable Year of Estate (IRC 8646).

The TRA of 1997 extends application of the 65-day rule to distributions by estates.
Thus, an executor can elect to treat distributions paid by the estate within 65
days after the close of the estate's taxable year as having been paid on the | ast
day of such taxable year. This provision does not allow the executor to nake a
separate state el ection

This Act would conformCalifornia law to the TRA of 1997 federal change as it
relates to the application of the 65-day rule to distributions by estates.

17.
Section 17752 of the Revenue and Taxation Code is added.

Separate Share Rules Available To Estate (I RC 8663(c)).

The TRA of 1997 extends the application of the separate share rule to estates.
There are separate shares in an estate when the governing instrunent of the estate
(e.g., the will and applicable |local |law) creates separate economc interests in
one beneficiary or class of beneficiaries such that the economc interests of those
beneficiaries (e.g., rights to income or gains fromspecified itens of property)
are not affected by econom c interests accruing to another separate beneficiary or
cl ass of beneficiaries. For exanple, a separate share in an estate woul d exi st
where the decedent's will provides that all shares of a closely-held corporation
are devised to one beneficiary and that any dividends paid to the estate by that
corporation should be paid only to that beneficiary and any such divi dends woul d
not affect any other anmounts which that beneficiary would receive under the wll.
As in the case of trusts, the application of the separate share rule is nmandatory
where separate shares exi st.

This Act would conformCalifornia law to the TRA of 1997 federal change as it
relates to the application of the separate share rule to estates.
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18.
Section 17856 of the Revenue and Taxation Code is anended.

Repeal of Requirenent Inventory be Substantially Appreciated with Respect to
Di sposition of Partnership Interest (IRC 88724, 725, 731, 732, 735 & 751).

The TRA of 1997 repeals the requirenment that inventory be substantially appreciated
in order to give rise to ordinary incone in the case of sales or exchanges of
partnership interests under |IRC section 751(a), but not with respect to

di stributions under I RC section 751(b) “certain distributions treated as sal es or
exchanges”. Thus, present lawis retained with respect to distributions governed
by I RC section 751(b).

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the requirenent that inventory be substantially appreciated to be considered a “hot
asset”.

19.
Section 17865 of the Revenue and Taxation Code is added.

This Act prevents California |law fromconfornming to the federal "electing |arge
partnershi p” provisions created by the TRA of 1997. This provision is necessary
due the "date change" provision contained in this Act.

20.
Sections 18042 and 24611 of the Revenue and Taxati on Code are anended.
Section 24954 is repeal ed and added.

Conformty to 1995 ESCPs provisions (I RC 8§1042).

Exi sting federal |aw provides special tax rules for the purchase of enployer
securities by the enployees of the issuing conpany. These special tax rules are as
foll ows:

An enpl oyee stock ownership plan nmust be established by the enpl oyer

The enpl oyer corporation is entitled to a deduction for dividends paid to
the ESOP, provided that amount is in turn paid by the ESOP to its
participants or used to repay an ESOP | oan. Contributions by the

enpl oyer to an ESOP that are used to repay loans incurred to purchase
enpl oyer stock may be deducted as |long as they do not exceed 25% of the
total conpensation paid to participants.

When the stock of a domestic corporate enployer is closely held (that is,
the corporation has no stock outstanding that is readily tradable on an
establ i shed securities market), federal |aw allows sharehol ders to sell
the stock to an ESOP and to roll-over the gain into other corporate stock
acquired with the proceeds fromthe sale. Gain nmay be deferred in this
manner so long as imedi ately after the sale to the ESOP, the ESOP owns
at | east 30% of the closely held enployer’s stock and within 15 nont hs
the seller purchases “qualified replacenent securities” (which include
stock, stock rights, bonds and debentures) in a donestic corporation.
This deferral does not apply to gain includible in the gross inconme of
any C corporation.
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The state provisions that conformed to these two rules apply only to taxabl e and

i ncone years begi nning before January 1, 1995, and on or after January 1, 1996.
Therefore, there is no special treatnment in current state law with respect to ESOPs
for 1995.

This Act confornms state law to federal |aw for taxable and i ncome year beginning in
1995, thus elimnating non-conformty for the period.

21.
Sections 18178 and 24994 of the Revenue and Taxati on Code are anended.

Determination of Original Issue Discount (O D) Were Pool ed Debt (bligations are
Subj ect to Acceleration (I RC §1272(a)).

The TRA of 1997 applies the special ODrule applicable to any regular interest in
a REMC, qualified nortgages held by a REM C, or certain other debt instrunments to
any pool of debt instruments the yield on which nmay be reduced by reason of
prepaynents. Thus, under the TRA of 1997, if a taxpayer holds a pool of credit
card receivables that require interest to be paid if the borrowers do not pay their
accounts by a specified date, the taxpayer would be required to accrue interest or
A D on such pool based upon a reasonabl e assunption regarding the timng of the
paynments of the accounts in the pool. |In addition, the Secretary of the Treasury
is authorized to provide appropriate exenptions fromthe provision, including
exenptions for taxpayers that hold a limted anount of debt instrunments, such as
smal | retailers.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
determ nation of certain O D

22.
Section 18505 of the Revenue and Taxati on Code is anmended.

Returns of Beneficiaries of Estates and Trusts (| RC 886034A & 6048A).

Under the TRA of 1997, the beneficiaries and owners of estates or trusts (required
to file returns) are required to file their returns in a manner that is consistent
with the information received fromthe estate or trust, unless the beneficiary
files with its return a notification of inconsistent treatnent identifying the

i nconsi st ency.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
t he consistency requirenments applicable to beneficiaries of estates and trusts.

23.
Section 18572 of the Revenue and Taxati on Code is anmended.

This technical amendnent clarifies that the disregarding of interest for 90 days
for taxpayers affected by a presidentially declared disaster area only is available
to individuals. The word "individual"” was inserted into the section.

24.
Section 18641 of the Revenue and Taxation Code is anended.
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Reporting of Certain Paynents Made to Attorneys (IRC 86045(f)).

The TRA of 1997 requires gross proceeds reporting on all paynents to attorneys,
i ncl udi ng professional corporations, in connection with |egal services made by a

trade or business in the course of that trade or business. It is anticipated that
gross proceeds reporting would be required on Form 1099B (used by brokers to report
gross proceeds). In addition, paynments nmade by a trade or business to any person

i ncl udi ng professional corporations, for |egal services nust be reported on the
1099-M SC (even though previously under the Treasury regulation |IRC section 1.6041-
3(c) the reporting of such paynents nmade to corporations woul d otherw se have been
exenpt). The only exception to the new reporting requirenment under |RC section
6045 woul d be for paynents reported on either Form 1099-M sc under | RC section 6041
(reports of paynment of incone) or on Form W2 under |RC section 6051 (paynments of
wages) .

This Act conforns California lawto the TRA of 1997 federal change as it relates to
reporting requirenments of certain paynents nmade to attorneys.

25.
Section 18645 of the Revenue and Taxati on Code is anmended.

Deduction for Student Loan Interest (IRC §202).

Under the TRA of 1997, certain individuals nmay claiman above-the-line deduction
for interest paid on qualified education |oans, up to a naxi num deducti on of $2,500
for the 2001 taxable year. The maxi mum deduction is phased in over four years,
with a $1, 000 maxi mum deduction in 1998, $1,500 in 1999, $2,000 in 2000, and $2, 500
in 2001, and thereafter. The maxi num deducti on anount is not indexed for

inflation. In addition, the deduction is phased out ratably for individual
taxpayers with nodified AG of $40, 000- $55, 000 ($60, 000- $75, 000 for joint returns).

The phase-out inconme ranges will be indexed for inflation occurring after the year
2002, rounded down to the closest nultiple of $5,000. Thus, the first taxable year
for which the inflation adjustnent could be made will be 2003. For purposes of the

deduction, nodified AG includes anmobunts ot herw se excluded with respect to incone
earned abroad (or inconme fromPuerto Rico or U S. possessions), and is cal cul ated
after application of IRC section 86 (incone inclusion of certain Social Security
benefits), I RC section 219 (deductible IRA contributions), |IRC section 469
(limtation on passive activity |l osses and credits), and anounts excludable from
gross incone under |IRC section 137 (qualified adopti on expenses). For purposes of
sections 86, 135, 219, 469 and 137, adjusted gross incone is determ ned without
regard to the deduction for student |oan interest.

Additionally, under the TRA of 1997, any person in a trade or business or any

gover nment al agency that receives $600 or nore in qualified education |oan interest
froman individual during a cal endar year must provide an information report on
such interest to the IRS and to the payor.

The deduction is allowed only with respect to interest paid on a qualified
education loan during the first 60 nonths in which interest paynents are required.
Mont hs during which the qualified education loan is in deferral or forbearance do
not count agai nst the 60-nonth period. No deduction is allowed to an individual if
that individual is clainmed as a dependent on anot her taxpayer's return for the
taxable year. A qualified education |oan generally is defined as any indebtedness
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incurred to pay for the qualified higher education expenses of the taxpayer, the

t axpayer's spouse, or any dependent of the taxpayer as of the tine the indebtedness
was incurred in attending (1) post-secondary educational institutions and certain
vocati onal schools defined by reference to I RC section 481 of the Hi gher Education
Act of 1965, or (2) institutions conducting internship or residency prograns

| eading to a degree or certificate froman institution of higher education, a
hospital, or a health care facility conducting postgraduate training.

Qual i fied higher education expenses are defined as the student's cost of attendance
as defined in IRC section 472 of the H gher Education Act of 1965 (generally,
tuition, fees, roomand board, and rel ated expenses), reduced by (1) any anount

excl uded from gross inconme under | RC section 135, (2) any anount distributed from
an education | RA and excluded fromgross inconme, and (3) the anmount of any

schol arship or fellowship grants excludable from gross income under present-I1RC
section 117, as well as any other tax-free educational benefits, such as enpl oyer-
provi ded educati onal assistance that is excludable fromthe enpl oyee's gross incone
under |IRC section 127. It is expected that the Secretary of the Treasury wl|

i ssue regul ations setting forth reporting procedures to facilitate the

adm nistration of this provision. Specifically, such regulations should require

| enders separately to report to borrowers the amount of interest that constitutes
deducti bl e student loan interest (i.e., interest on a qualified education | oan
during the first 60 nonths in which interest paynents are required). In this
regard, the regulations should include a method for borrower certification to a

| ender that the | oan proceeds are being used to pay for qualified higher education
expenses. Such expenses nust be paid or incurred within a reasonabl e period before
or after the indebtedness is incurred, and nust be attributable to a period when
the student is at least a half-tine student.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
t he deduction of student |oan interest.

26.
Section 19057 of the Revenue and Taxati on Code i s anmended.

Clarification of Statute of Limtations for Pass-Through Entity Itens (I RC §1284).

The TRA of 1997 clarified that the return that starts the running of the statute of
limtations for a taxpayer is the return of the taxpayer and not the return of

anot her person from whom the taxpayer has received an itemof inconme, gain, |oss,
deduction, or credit.

This Act clarifies that the statute of limtations for assessing tax is four years
fromthe date a return is filed by the “taxpayer” and does not include a return
froma “person” fromwhomthe taxpayer has received any pass-through item from
This bill would not change the treatnent of itens passed-through froma federally
regi stered partnership.

27.
Section 19066.5 of the Revenue and Taxation Code is added.

Sinmplify Formation and Qperation of International Joint Ventures (I RC §1145).

The TRA of 1997 repeal ed the I RC sections 1491 and 1494 excise tax and information
reporting rules that applied to certain transfers of appreciated property by a U S.
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person to a foreign entity. Instead of the excise tax that applied under prior |aw
to transfers to a foreign estate or trust, gain recognition is now required upon a
transfer of appreciated property by a U S. person to a foreign estate or trust.

Instead of the excise tax that applied under prior federal lawto certain transfers
to foreign corporations, regulatory authority is granted under |RC section 367 to
deny nonrecognition treatnment to such a transfer in a transaction that is not

ot herwi se described in IRC section 367. |In the case of a transfer by a U S. person
to a foreign corporation as paid-in surplus or as a contribution to capital in a
transacti on not otherw se described in | RC section 367 (e.g., a capital
contribution by a non-shareholder), regulatory authority is granted under |IRC
section 367 to treat such transfer as a sale at fair market value and to require
gai n recognition thereon.

Instead of the excise tax that applies under prior federal law to transfers to
foreign partnerships, regulatory authority is granted to provide for gain
recognition on a transfer of appreciated property to a partnership in cases where
such gain otherwi se would be transferred to a foreign partner. In addition
regulatory authority is granted to deny the nonrecognition treatnment that is
provi ded under | RC section 1035 to certain exchanges of insurance policies, where
the transfer is to a foreign person

Gain recognition is required upon a transfer of appreciated property by a U S.
person to a foreign estate or trust, except as provided in regulations. This rule
does not apply to a transfer to a trust to the extent that any person is treated as
the owner of the trust under |IRC section 679.

The TRA of 1997 clarified that, for purposes of the requirenment of gain recognition
upon a transfer of appreciated property by a U S. person to a foreign

estate or trust, a U S trust that becones a foreign trust is treated as having
transferred all of its assets to a foreign trust.

The TRA of 1997 repealed the rule that treats as U S. source inconme any deened
royalty arising under | RC section 367(d). Under the TRA of 1997, in the case of a
transfer of intangible property to a foreign corporation, the deened royalty
payrments under | RC section 367(d) are treated as foreign source incone to the sane
extent that an actual royalty paynent woul d be considered to be foreign source
incone. Regulatory authority is granted to provide similar treatnment in the case
of a transfer of intangible property to a foreign partnership.

The TRA of 1997 al so provides detailed information reporting rules in the case of
foreign partnerships. A foreign partnership generally is required to file a
partnership return for a taxable year if the partnership has U S. source income or
is engaged in a U S. trade or business, except to the extent provided in
regulations. Failure to properly file a return will result in partners being

deni ed their share of partnership deductions, |osses, and credits.

A penalty equal to 10% of the value of the property transferred applies to a
failure to conply with these reporting requirenments. The penalty under present |aw
for failure to report transfers to a foreign corporation is conformed with this
penalty. In the case of a transfer to a foreign partnership, failure to conply
also results in gain recognition with respect to the property transferred. The
penalty may not exceed $100, 000, except in cases of intentional disregard for such
reporting requirenents.
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Under the TRA of 1997, in the case of a failure to report required information with
respect to a foreign corporation, partnership, or trust, the statute of linitations
with respect to any event or period to which such information rel ates does not
expire before the date that is three years after the date on which such information
i s provided.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
international joint ventures as di scussed above.

28.
Section 19132 of the Revenue and Taxation Code is anended.

This Act corrects a reference in the "failure to pay tax penalty"” section
19132(a) (1) (E) fromsection 17951 (gross income of nonresidents) to section 17948
(tax on limted liability partnerships.

29.
Section 19133.5 of the Revenue and Taxati on Code is anended.

Addi ti onal Exceptions for Reasonabl e Cause for Penalties (I RC 886652 & 6683).

Under federal and state law, many penalties in the |RC may be waived if the

t axpayer establishes reasonabl e cause. For exanple, the accuracy-related penalty
may be waived with respect to any itemif the taxpayer establishes reasonabl e cause
for his treatnent of the itemand that he acted in good faith.

Under the TRA of 1997, the following penalties nay be waived if the failure is

shown to be due to reasonabl e cause and not wllful neglect:

(1) the penalty for failure to make a report in connection with deductible
enpl oyee contributions to a retirenment savings plan (sec. 6652(Q));

(2) the penalty for failure to make a report as to certain small business stock
(sec. 6652(k));

(3) the penalty for failure of a foreign corporation to file a return of personal
hol di ng conpany tax (sec. 6683); and

(4) the penalty for failure to make required paynments for S corporations and
partnershi ps el ecting not to have the required taxable year (sec. 7519).

This Act confornms California lawto the TRA of 1997 federal change by allow ng a
reasonabl e cause exception for the failure to report certain small business stock
penal ti es.

30.
Section 19136 of the Revenue and Taxati on Code is anmended.

I ncrease Amount of Tax Exenpt from Estimated Tax Requirenments (1 RC 86654(e)).

Under federal |aw, as anended by the TRA of 1997, the addition to tax for failure
to nake proper estimated tax paynents is not inposed where the total tax liability
for the year, reduced by any withheld tax, is |less than $1,000, rather than the
pre- TRA of 97 anmount of $500.

This Act increased the tax exenpt fromestimted tax requirenents for state
pur poses from $100 to $$200 ($50 to $100 for narried filing separate taxpayers).
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Additionally, this Act provides that an estimated tax penalty will not apply to the
1998 taxabl e year if the reason the underpaynent was created or increased was due
to the rollover of an ordinary IRAinto a Roth I RA

31.
Section 19136.6 of the Revenue and Taxati on Code is anended.

This Act provides that a failure to pay an estimated tax penalty will not apply to
the 1999 taxable or incone year if the reason the underpaynent was created or
i ncreased was due to a provision in this Act.

32.
Section 19141.2 of the Revenue and Taxation Code is anended.

Controll ed Foreign Partnerships Subject to Infornmation Reporting (I RC 8§6038)

Under the TRA of 1997, reporting rules simlar to those applicable under present
law in the case of controlled foreign corporations apply in the case of foreign
partnerships. A U S. partner that controls a foreign partnership is required to
file an annual information return with respect to such partnership. For this
purpose, a U. S. partner is considered to control a foreign partnership if the
partner holds a nore than 50%interest in the capital, profits, or, to the extent
provided in regul ati ons, |osses, of the partnership.

Simlar information reporting also will be required froma U S. 10% partner of a
foreign partnership that is controlled by U S. 10%partners. A $10,000 penalty
applies to a failure to conply with these reporting requirenents; additiona
penalties of up to $50,000 apply in the case of continued nonconpliance after
notification by the Secretary of the Treasury.

The penalties for failure to report information with respect to a controlled
foreign corporation are confornmed with these penalties. Under the TRA of 1997,
reporting by a U S. person of an acquisition or disposition of an interest in a
foreign partnership, or a change in the person's proportional interest in the
partnership, is required only in the case of acquisitions, dispositions, or changes
involving at |least a 10%interest. A $10,000 penalty applies to a failure to
conply with these reporting requirenents; additional penalties of up to $50, 000
apply in the case of continued nonconpliance after notification by the Secretary.
The penalties for failure to report information with respect

to a foreign corporation are conforned with these penalties.

For purposes of the information reporting rules applicable to a U S. partner that
controls a foreign partnership, the TRA of 1997 clarifies that a partner's interest
in a partnership is determ ned with application of constructive ownership rul es
simlar to those provided in | RC section 267(c) (other than paragraph (3)).

This Act conforns to the information reporting penalties discussed above except
that $1, 000 and $24, 000 anpbunts replace the federal anmounts of $10,000 and $50, 000,
respectively.
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33.
Section 19141.5 of the Revenue and Taxation Code is anended.

Transfers of Property to Foreign Partnerships Subject to Information
Reporting (I RC 86038B)

Under the TRA of 1997, reporting rules simlar to those applicable under present
law in the case of transfers by U S. persons to foreign corporations apply in the
case of transfers to foreign partnerships. These reporting rules apply in the
case of a transfer to a foreign partnership only if the U S. person holds at |east
a 10% interest in the partnership or the value of the property transferred by such
person to the partnership during a 12-nonth period exceeded $100, 000.

This Act conforns to federal reporting requirenments in the case of transfers to a
foreign partnerships. The Act further provides that the information required to be
filed with the Franchi se Tax Board shall be a copy of the information required to
be provided to the Internal Revenue Service. The Act did not conformto the
federal penalty.

34.
Section 19182 of the Revenue and Taxati on Code is anmended.

Regi stration and Penalties For Confidential Corporate Tax Shelters (I RC 86662(d)).

Accuracy-Rel ated Penalty - Under the TRA of 1997, a pronoter of a corporate tax
shelter must register the shelter with the Secretary of the Treasury. Registration
is required not later than the next business day after the day when the tax shelter
is first offered to potential investors. |If the pronoter is not a U S. person, or
if arequired registration is not otherw se nade, then any U S. participant is
required to register the shelter. An exception to this special rule provides that
registration would not be required if the U S participant notifies the pronoter in
witing not |ater than 90 days after discussions began that the U S. participant
will not participate in the shelter and the U S. person does not in fact
participate in the shelter

Under the TRA of 1997, a corporate tax shelter includes any investnent, plan,
arrangenent or transaction (1) a significant purpose of the structure of which is
tax avoi dance or evasion by a corporate participant, (2) that is offered to any
potential participant under conditions of confidentiality, and (3) for which the
tax shelter pronoters may receive total fees in excess of $100,000. A transaction
is offered under conditions of confidentiality if: (1) an offeree (or any person
acting on its behal f) has an understanding or agreenment with or for the benefit of
any pronoter to restrict or limt its disclosure of the transaction or any
significant tax features of the transaction; or (2) the pronoter clains, knows or
has reason to know (or the pronoter causes another person to claimor otherw se
knows or has reason to know that a party other than the potential offeree clains)
that the transaction (or one or nore aspects of its structure) is proprietary to
the pronoter or any party other than the offeree, or is otherwi se protected from
di scl osure or use. For this purpose, the “pronoter” includes specified related
parti es.

Regi stration requires the subm ssion of information identifying and describing the
tax shelter and the tax benefits of the tax shelter, as well as such other
information as the Treasury Departnent may require.
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Tax shelter pronoters are required to maintain lists of those who have signed
confidentiality agreenments, or otherw se have been subjected to nondi scl osure
requirements, with respect to particular tax shelters. |In addition, pronoters nust
retain lists of those paying fees with respect to plans or arrangenents that have
previously been registered (even though the particular party may not have been
subject to confidentiality restrictions).

All registrations will be treated as taxpayer information under the provisions of
| RC section 6103 and will therefore not be subject to any public disclosure.

The penalty for failing to tinmely register a corporate tax shelter is the greater
of $10, 000 or 50% of the fees payable to any pronoter with respect to offerings
prior to the date of late registration (i.e., this part of the penalty does not
apply to fee paynents with respect to offerings after late registration). A
simlar penalty is applicable to actual participants in any corporate tax shelter
who were required to register the tax shelter but did not. Wth respect to
partici pants, however, the 50% penalty is based only on fees paid by that
participant. Intentional disregard of the requirenent to register by either a
pronmoter or a participant increases the 50% penalty to 75% of the applicable fees.

Substantial Understatenent Penalty - In determ ning whether a substantial
under st at enent exi sts, the TRA of 1997 anendnent provides that in no event would a
corporation have a reasonable basis for its tax treatnment of an itemattributable
to a nulti-party financing transaction if such treatnent does not clearly reflect
the income of the corporation. No inference is intended that such a nulti-party
financing transaction could not also be a tax shelter as defined under the

nodi fication described bel ow or under present law. Additionally the TRA of 1997
amendnents, for purposes of the special rules to determ ne whether there is a
significant underpaynent by a tax shelter, changes the definition of a tax shelter
to be consistent with the registration provisions for tax shelters so that it is an
entity the significant purpose (rather than principal purpose) of which is the
avoi dance or evasion of federal inconme tax.

Treasury Report - The Treasury Departnent is directed, in consultation with the
Departnent of Justice, to issue a report no later than August 5, 1998, to the tax-
witing committees on the follow ng tax shelter issues: (1) a description of
enforcenent efforts under I RC section 7408 (relating to actions to enjoin pronoters
of abusive tax shelters) with respect to corporate tax shelters and the | awers,
accountants, and others who provi de opi nions (regardl ess of whether directly
addressed to the taxpayer) regardi ng aspects of corporate tax shelters; (2) an
eval uati on of whether the penalties regarding corporate tax shelters are generally
sufficient; and (3) an evaluation of whether confidential tax shelter registration
shoul d be extended to transactions where the investor (or potential investor) is
not a corporation

This Act conforns California lawto the TRA of 1997 federal change as it relates to
the registration and penalties for confidential corporate tax shelters. The
requirements for registration are deenmed conplied with if the taxpayer conplies
with federal |aw

35.
Section 19184 of the Revenue and Taxation Code is anended.
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This Act adds reporting requirenments under qualified state tuition prograns to the
failure to report certain information penalty of $50.

36.
Section 19521 of the Revenue and Taxati on Code is anmended.

Certain Notices Disregarded Under Provision Increasing Interest Rate
on Large Corporate Underpaynents (I RC 86621(c)).

Under the TRA of 1997, for purposes of determining the period to which the | arge
cor porate underpaynent rate applies, any letter or notice is disregarded if the
anount of the deficiency, proposed deficiency, assessnment, or proposed assessnent
set forth in the letter or notice is not greater than $100, 000 (determ ned by not
taking into account any interest, penalties, or additions to tax).

This Act conforns California lawto the TRA of 1997 federal change as it relates to
increasing the interest rate on | arge corporate underpaynents.

37.
Section 19524 of the Revenue and Taxati on Code is anmended.

This Act does not conformto the TRA of 1997 (I RC 86011(e)(2)) requirenent that
partnershi ps having nore than 100 partners file their returns on magnetic nedia.
Thi s provision provides an exception to the IRC

38.
Section 19721.6 of the Revenue and Taxati on Code is anended.

This Act corrects a transposition error in the code section nunber. Section
19721.6 is corrected to read section 19271. 6.

39.
Sections 20514, 20543 and 20544 of the Revenue and Taxati on Code are anended.

Honmeowners and Renters Assistance Program (HRA).

This Act requires that all income levels eligible for assistance under prior |aw be
multiplied by 2.51 for assistance provided for the 1999 cal endar year, making the
maxi mum t ot al househol d i ncone eligible for assistance $33,132 (increased from
$13,200). The 2.51 nultiplier represents the increase in inflation since 1977
(less a mnor augnentation that occurred to the HRA Programin 1989). These

provi sions al so would require annual inflation adjustnments, based upon changes in
the Consuner Price Index (CPl).

This Act requires the California Departnent of Industrial Relations (DIR) to
transnmt to the FTB on or before February 1 of each year the percentage change in
the California CPl for all itens from June of the second precedi ng cal endar year to
June of the imredi ately precedi ng cal endar year.

This Act applies inflation adjustnment factors to both the gross househol d i ncome
limt and the total household incone linmt of the HRA program The inflation

adj ust mrent woul d be based upon the percentage change in the California CPl for al
itens.
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40.
Section 23455.5 of the Revenue and Taxation Code is added.

This Act provides an exception to | RC 855(e) exenption for small corporations from
alternative mninumtax. The TRA of 1997 repeal ed alternative mninumtax for
smal | business corporations with average gross receipts for the three year period
begi nning after 1994 of less than $5 mllion. This provision provides that
California does not conformto the federal small corporation exception.

41.
Section 23456 of the Revenue and Taxation Code is anended.

Modi fication to M nimum Tax Depreciation Rules (I RC 856(g)(4)(A)).

The federal Revenue Reconciliation Act of 1993 eliminated the depreciation
conmponent of the ACE adjustnent for corporations. Thus generally, in conjunction
with the TRA of 1997 amendnent to the ACE adjustnment (see itemb. on page 2),
depreciation is no |l onger an adjustnent or preference itemfor AMI purposes.

Prior to this Act, California required the depreciation conponent of the ACE

adj ustment conputed. This Act conforned California |aw to the Revenue
Reconciliation Act of 1993 elim nation of the depreciation conponent of the ACE
adjustnment. Therefore, California is in conformty with the Revenue Reconciliation
Act of 1993 elinination of the depreciation conponent of the ACE

42.

Section 23701 of the Revenue and Taxati on Code is anended.

Ti meshare Associations (I RC §528).

The TRA of 1997 anended | RC section 528 to permt tinmeshare associations to qualify
for taxation under that |IRC section. Tinmeshare associations wll have to neet the
requirements of I RC section 528 (e.g., the 60% gross incone, 90% expenditure, and
the non-profit organizati onal and operational requirenments). Tineshare

associ ations electing to be taxed under I RC section 528 are subject to a tax on
their timeshare association income at a rate of 32%

60- Percent Test - A qualified timeshare association nust receive at |east 60% of
its incone from nenbership dues, fees and assessnents from owners of either (a)
ti meshare rights to use of, or (b) tinmeshare ownership in, the tineshare
associ ati on property.

90- Percent Test - At |east 90% of the expenditures of the tineshare association
must be for the acquisition, managenent, maintenance, or care of association
property, and activities provided by the association to, or on behalf of, nenbers
of the tinmeshare association. Activities provided to or on behal f of nenbers of
the tinmeshare association includes events | ocated on associ ation property (e.g.,
menber's nmeetings at the association's nmeeting room parties at the association's
swi nmi ng pool, golf |essons on association's golf range, transportation to and from
associ ati on property, etc.).

Organi zational and Qperational Tests - The TRA of 1997 provi ded that association
property includes property in which a tineshare association or nenbers of the
associ ation have rights arising out of recorded easenents, covenants, and ot her
recorded instrunments to use property related to the tinmeshare project. No part of
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the net earnings of the tineshare association can inure to the benefit (other than
by acquiring, constructing, or providing managenent, naintenance, and care of
property of the timeshare association or rebate of excess nenbership dues, fees, or
assessnents) of any private shareholder or individual. A nenber of a qualified

ti meshare association nust hold a tinmeshare right to use (or tinmeshare ownership
in) real property of the association. A qualified tineshare association cannot be
a condom ni um nmanagenent associ ation. The tinmeshare association nust elect to be
taxed under | RC section 528.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
taxation of timeshare associations. Tineshare associations would be subject to tax
on its “tineshare association taxable incone” at the corporate incone tax rates.

43.
Section 23704 of the Revenue and Taxation Code is anended.

Pur chasi ng of Receivabl es by Tax- Exenpt Hospital Cooperative O ganizations
(I RC 8501(e)).

The TRA of 1997 clarified that, for purposes of |IRC section 501(e), billing and
col l ection services include the purchase of patron accounts receivable on a
recourse basis. Thus, hospital cooperative service organi zations are permtted to
advance cash on the basis of nenber accounts receivable, provided that each nmenber
hospital retains the risk of non-paynent with respect to its accounts receivable.
No inference is intended with respect to taxable years prior to the effective date
of this change.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
t he purchase by hospital cooperatives of certain accounts receivable.

44,
Section 23704.3 of the Revenue and Taxation Code is added.

Hospitals Participating in Provider-Sponsored Organizations (I RC 8501(0)).

The Bal anced Budget Act of 1997 (BBA of 1997), provided that an organi zati on does
not fail to be treated as organi zed and operated exclusively for a charitable

pur pose for purposes of |IRC section 501(c)(3) solely because a hospital which is
owned and operated by such organization participates in a provider-sponsored
organi zation (PSO (as defined in IRC section 1845(a)(1) of the Social Security
Act), regardl ess of whether such PSOis exenpt fromtax. Thus, participation by a
hospital in a PSO (whether taxable or tax-exenpt) is deenmed to satisfy that the
venture and the participation of the tax-exenpt organi zation therein furthers a
charitabl e purpose. The qualification of a hospital as a tax-exenpt charitable
organi zation under | RC section 501(c)(3) is determ ned as under present |aw.

The BBA of 1997 did not change the restrictions on private inurenent and private
benefit. However, the provision provides that any person with a material financia
interest in such a PSO shall be treated as a private sharehol der or individual with
respect to the hospital for purposes of applying the private inurenment prohibition
in Code section 501(c)(3). Accordingly, the facts and circunstances of each PSO
arrangenent are evaluated to determi ne whether the arrangenent entails

i nperm ssible private inurenent or nore than incidental private benefit (e.g.

where there is a disproportionate allocation of profits and | osses to the non-
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exenpt partners, the tax-exenpt partner nmakes |oans to the joint venture that are
commerci al ly unreasonabl e, the tax-exenpt partner provides property or services to
the joint venture at less than fair market value, or a non-exenpt partner receives
nmore than reasonabl e conpensation for the sale of property or services to the joint
venture).

The BBA of 1997 did not change the restrictions on | obbying and political
activities. |In addition, the restrictions on the provision of comercial-type
i nsurance continue to apply.

This Act conforns California lawto the federal change nmade by the BBA of 1997. An
organi zation does not fail to be treated as organi zed and operated exclusively for
a charitable purpose for purposes of B&CTL section 23701(d) solely because a
hospital which is owned and operated by such organi zation participates in a PSO
regardl ess of whether such PSO is exenpt fromtax.

45,
Section 23771 of the Revenue and Taxati on Code is anmended.

This Act changes the filing due date for education IRAs fromfour and one half
months to three and one half nonths after the close of the incone year to match the
federal due date.

46.
Section 23800.5 of the Revenue and Taxation Code is anended.

This Act corrects an incorrect cross reference in 823800.5(c) fromIRC 81361(c)(7)
to | RC 81361(c)(6).

47 .
Section 23801 of the Revenue and Taxati on Code is amended.

For incone years beginning on or after January 1, 1987, (the first year California
allowed “S” status), this Act allows corporations who did not file a tinely federa
el ection to be an S corporation to be treated as an S corporation for state

pur poses if:

The corporation and all its shareholders reported their incone for California tax
purposes on their original returns consistent with S corporation status for the
year the election should have been made and all subsequent years.

The corporation has received notice fromthe Internal Revenue Service stating
that relief was granted under the untinely el ection provisions under |IRC
8§1362(f).

48.
Section 23806 of the Revenue and Taxation Code is anended.

For certain stock purchases or asset acquisitions occurring in 1997 and within an
i ncone year beginning in 1997, this Act permts a corporation making a federa
asset acquisitions election under IRC 8338 to not be bound to the election for
state purposes. For income years beginning on or after January 1, 1998, this Act
requires the S corporation and its sharehol ders to report certain stock purchases
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or asset acquisitions for state purposes as reported for federal purposes. There
is no longer a federal/state difference in regards to maki ng an asset acquisition
el ection.

49,
Sections 24309.5 and 24349 of the Revenue and Taxation Code are amended.

Treat nent of Construction Al owance Provided to Lessee (I RC 88110, 168(i) & 6724).

A coordinated issue paper issued by the Internal Revenue Service (I RS) on Cctober
7, 1996, states the IRS position that construction all owances should generally be
included in income in the year received. However, the paper does recognize that
anounts received by a |l essee froma | essor and expended by the | essee on assets
owned by the lessor were not includible in the |lessee's income. The issue paper
provides that tax ownership is deternined by applying a “benefits and burdens of
owner shi p” test that includes an examni nation of several factors.

The TRA of 1997 codified the treatnment recognized in the federal coordinated issue
paper. Additionally, however, it provides a safe harbor by providing that (1) a

| essee’s gross inconme would not include anmounts received in cash (or treated as a
rent reduction) froma |essor under a short-termlease of retail space for the

pur pose of the | essee's construction or inprovenent of qualified |ong-termreal
property for use in the lessee's trade or business at such retail space; and (2)
the lessor nust treat the anmpunts expended on the construction all owance as
nonresi dential real property owned by the | essor for depreciation.

The exclusion only applies to the extent the all owance does not exceed the anmpunt
expended by the | essee on the construction or inprovenent of qualified |ong-term
real property. Reporting requirenents are provided to ensure that both the | essor
and | essee treat such ampunts in accordance with the provision. Under regulations,
the lessor and the | essee shall, at such tines and in such manner as provi ded by
the regul ations, furnish to the Secretary of the Treasury information concerning
the anounts received (or treated as a rent reduction), the anpbunts expended on
qualified long-termreal property, and such other information as the Secretary
deens necessary to carry out the provision

This Act conforns California lawto the TRA of 1997 federal change as it relates to
construction allowance provided to | essees.

50.
Section 24355.4 of the Revenue and Taxation Code is anended.

Limtation on Property for which I ncome Forecast Method May be Used
(I RC 88167(9g) & 168).

The TRA of 1997 clarifies the types of property to which the inconme forecast nethod
may be applied. The incone forecast nmethod is available to notion picture filns,
television filnms and taped shows, books, patents, nmaster sound recordings,
copyrights, and other such property as designated by the Secretary of the Treasury.
The nmere fact that the property is subject to a | ease should not nake the property
eligible for the inconme forecast nethod. The incone forecast method is not to be
applicable to property to which I RC section 197 appli es.

In addition under the TRA of 1997, consuner durables subject to rent-to-own
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contracts are provided a three-year recovery period and a four-year class life for
MACRS purposes (and are not eligible for the incone forecast nethod). Such
property generally is described in Rev. Proc. 95-38. |In addition, the special

t hree-year recovery period nmay apply to any property generally used in the hone for
personal , but not business, use. The conmittee reports indicate that Congress
understands that certain rent-to-own property, including conputer and peripheral
equi pnment, may be used in the honme for either personal or business purposes, and

t he taxpayer may not be aware of how its custonmers may use the property. So as not
to increase the adm nistrative burdens taxpayers, the conferees intend that if such
dual -use property does not represent a significant portion of a taxpayer's |easing
property and if such other |easing property predonminantly is qualified rent-to-own
property, then such dual -use property generally also would be qualified rent-to-own
property. However, if such dual -use property represents a significant portion of
the taxpayer's |easing property, the burden of proof is placed on the taxpayer to
show t hat such property is qualified rent-to-own property. In addition, the TRA of
1997 nodifies the definition of “rent-to-own contract” to include | eases that
provi de for decreasing regular periodic paynents.

Finally, the TRA of 1997 clarifies that the three-year recovery period provided
under the provision only applies to property subject to | eases, and the conmttee
reports indicate that no inference is intended as to whether any arrangenent
constitutes a | ease for tax purposes.

This Act conforns the PITL and B&CTL to the TRA of 1997 federal change as it
relates to use of the income forecast nethod of depreciation. Under the B&CTL,
this Act creates a special class |ife of four years for certain “rent-to-own

property.”

51.
Section 24357.7 of the Revenue and Taxati on Code is anended.

This Act nmade non-substantive technical changes by renunbering part of the section
to the proper format and renoved the word "such” and replace it with "that".

52.
Section 24357.8 of the Revenue and Taxation Code is anended.

Thi s Act nmade non-substantive technical changes by renoving "of 1954" fromthe
phase "I nternal Revenue Code of 1954"

53.
Section 24357.9 of the Revenue and Taxation Code is added.

Enhanced Deduction for Corporate Contributions of Computer Technol ogy
and Equi prent (I RC 8170(e)(6)).

The TRA of 1997 expanded the list of qualified contributions that qualify for the
augnent ed deduction under I RC section 170(e). Under the TRA of 1997, qualified
contributions nean gifts of conputer technology and equi pnent (i.e., conputer
software, computer or peripheral equipnment, and fiber optic cable related to
conmputer use) to be used within the United States for educational purposes in any
of grades K through 12. This provision is effective for contributions nade in

t axabl e years begi nning after Decenber 31, 1997, and before January 1, 2001
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Eli gi bl e donees are: (1) any educational organization that nornally maintains a
regular faculty and curriculumand has a regularly enrolled body of pupils in
attendance at the place where its educational activities are regularly carried on
and (2) charitable or educational entities that are organized primarily for

pur poses of supporting elementary and secondary education. A private foundation
also is an eligible donee, provided that, within 30 days after receipt of the
contribution, the private foundation contributes the property to an eligible donee
descri bed above.

Qualified contributions are limted to gifts made no later than two years after the
date the taxpayer acquired or substantially conpleted the construction of the
donated property. |In addition, the TRA of 1997 clarifies that the original use of

t he donated property nust conmence with the donor or the donee. Accordingly,
gualified contributions generally are limted to property that is no nore than two
years old. Such donated property could be conputer technol ogy or equipnent that is
i nventory or depreciable trade or business property in the hands of the donor. The
TRA of 1997 permits paynment by the donee organi zati on of shipping, transfer, and
installation costs. The special treatnent applies only to donations nmade by C
corporations. S corporations, personal holding conpanies, and service

organi zations are not eligible donors.

In the case of contributions rmade through private foundations, the TRA of 1997
permits the paynent by the private foundation of shipping, transfer, and
install ati on costs.

This Act conforns California lawto the TRA of 1997 federal change in the augnented
deduction for conputer technology and equi pment to be used within California for
educati onal purposes in any of grades K through 12. This Act does not conformto

t he augnent ed deduction of corporate contributions of inventory property for the
care of the ill, the needy, or infants, and certain corporate contributions of
scientific equipment.

54.
Section 24402 of the Revenue and Taxati on Code is anmended.

Modi fy Hol ding Period for Dividends-Recei ved Deduction (I RC 8246(c)).

Under prior federal and current state |aw, the dividends-received deduction is
allowed to a corporate shareholder only if the sharehol der satisfies a 46-day
hol di ng period for the dividend-paying stock (or a 91-day period for certain

di vidends on preferred stock). The 46 or 91 day hol ding period generally does not
include any tine in which the shareholder is protected fromthe risk of |oss

ot herwi se inherent in the ownership of an equity interest. The hol ding period nust
be satisfied only once, rather than with respect to each dividend received.

The TRA of 1997 provides that a taxpayer is not entitled to a dividends-received
deduction if the taxpayer's holding period (generally, 46-day for common and 91-day
for preferred) for the dividend-paying stock is not satisfied over a period

i medi ately before or inmediately after the taxpayer becones entitled to receive

t he di vi dend.

This Act conforns California lawto the TRA of 1997 federal change as it relates to
hol di ng period for the dividends-recei ved deducti on.
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55.
Section 24416 of the Revenue and Taxation Code is anended.

The Act replaced a reference to the prior federal carry forward period of "net
operating | osses" of 15 years with the present federal carry forward period of 20
years.

56.
Section 24954.1 of the Revenue and Taxation Code is added.

This Act prevents California law fromconformng to the federal | RC 81042(g) the

nonrecogition of gain relating to the sales of stock in agricultural refiners and
processors provision created by the TRA of 1997. This provision is necessary due
t he "date change" provision contained in this Act.

57.

Various provisions of the TRA of 1997 were confornmed to with and w thout exceptions
prior to this Act. Because the "specified date" prior to this Act was January 1
1997, conformty to the various TRA of 1997 provisions was acconplished through
stand al one | anguage (which mrrored the federal |anguage). Because of the

speci fied date change to January 1, 1998, prior stand al one | anguage anendnents to
conformto portions of the TRA of 1997 are no | onger necessary.

This Act adds, anends or repeals the follow ng sections to renove, nake inoperative
or to clarify unnecessary sections or |anguage which conforns to portions of the
TRA of 1997 by reference.

Section # Acti on Topi ¢

17085. 8 Repeal ed | RA Penal ty

17088. 5 Amended Regul at ed | nvest nent Conpanies (Rl C)
17088. 6 Amended Real Estate Investnment Trust (REIT)
17132.6 Amended Survivor Benefits for Safety Oficers
17152 Amended Sal e of Residence

17210. 6 Repeal ed Rot h | RA

17507. 4 Amended | RAs

17507. 6 Amended Rot h | RAs

17559 Amended Sal e of Livestock

17760.5 Amended Funeral Trusts

18037. 6 Repeal ed Sal e of Resi dence

18038. 3 Amended Sal e of Livestock

18038. 4 Added Rol | over of Business Stock

18572 Amended Sal e of Residence

23712 Amended Education | RA

24652. 5 Amended Fam |y Farm ng Suspense Accounts
24661.5 Amended Sal e of Livestock

24871.5 Amended Rl Cs

24872. 4 Amended REI Ts

24872.5 Amended REI Ts

24872. 7 Amended REI Ts

24875. 5 Amended FASI Ts

24949. 1 Amended Sal e of Livestock

This act will not require any reports by the departnent to the Legi sl ature.



